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CHAPTER I  
INTRODUCTION 
G eneral
The ioqportance o f  th e  t o t a l  c r e d i t  ca rd  system  (consum er, 
m erchant and bank) and i t s  c o s t  and b e n e f i t  r e la t io n s h ip  has been 
recogn ized  in  the  p re s s  and in  academic a n a ly s is .  Academic a n a ly s is  
o ccurred  p r im a r i ly  in  th e  p e rio d  from I 967 to  I 968 and h as stopped 
s in c e .  The F ed e ra l R eserve i n i t i a t e d  a  s tudy  in  I 967 to  examine the 
economic imq)act o f  bank consumer c r e d i t  p la n s .  S ta r t in g  in  December, 
1970, the  F ed e ra l R eserve C a ll R eport re q u ire d  a l l  banks to  re p o r t  
c r e d i t  ca rd  in fo rm a tio n  a s  supplem entary  in fo rm a tio n . T h is re p o r t  
w i l l  a llow  b e t t e r  a n a ly s is  o f  fu tu re  bank c r e d i t  card  o p e ra tio n s .
H is to ry  o f  Bank C re d it Cards
The Chinese khan in  th e  13th cen tu ry  is su e d  t r a v e l in g  mer­
ch an ts  l e t t e r s  o f  c r e d i t  a s  v e r i f i c a t i o n  o f  t h e i r  f in a n c ia l  re s p o n s i­
b i l i t y .  L e t te r s  o f  c r e d i t  rem ained th e  p rim ary  method o f  v e r i f i c a t i o n  
o f  f in a n c ia l  r e s p o n s ib i l i ty  f o r  t r a v e le r s  u n t i l  t h i s  c e n tu ry .
C u rren t forms o f  c r e d i t  were s ta r te d  a s  e a r ly  as 1914 
departm ent s to r e s  and g a so lin e  s t a t io n  c h a in s . The m erch an t-issu ed  
c r e d i t  card  had th re e  b a s ic  b e n e f i t - r e la te d  fu n c tio n s ;  ( I )  p r e s t ig e ,  
( 2 ) convenience, ( 3) s a f e ty .  Government r e s t r a i n t s  on consumer 
spending  and c r e d i t  d u rin g  World War I I  caused c r e d i t  cards to
1
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tem p o ra rily  d is a p p e a r . They were re is su e d  a f t e r  the  war and t h e i r  
use expanded when t r a v e l  and e n te r ta in m e n t c a rd s  were i n i t i a t e d  f o r  
consumer u se .
Bank c r e d i t  s t a r t e d  w ith  the  C h a rg e -It p la n  c re a te d  hy 
P la th u sh  N a tio n a l Bank in  1946* The p la n  used s c r i p t  which was 
exchanged f o r  m erchandise hy p a r t i c ip a t in g  m erchan ts . The F ra n k lin  
N a tio n a l Bank o f  Long Is la n d  in  19)1 s t a r t e d  th e  f i r s t  s a le s  t i c k e t  
p la n . T his p la n  was v e ry  su c c e ss fu l f o r  the  hank . In  1952 and 1953 
n e a r ly  100 sm all hanks in tro d u ced  c r e d i t  c a rd  p la n s  as a  r e s u l t  o f  an 
a r t i c l e  in  The American Banker hy O tto  L orenz.^  The p r o f i t a b i l i t y  o f  
the s e rv ic e  was g r e a t ly  o v e restim ated  and n e a r ly  h a l f  o f th e  hanks 
dropped the  p la n  a f t e r  a  s h o r t  w h ile .
The F i r s t  N a tio n a l Bank o f  San Jo se  developed the f i r s t  
com puter-autom ated p la n  in  1958* The p l a s t i c  c r e d i t  card  in n o v a tio n  
occu rred  in  1959 th e  same y e a r  hank c r e d i t  c a rd  p la n s  spread  ov er a 
la rg e  g eo g rap h ica l a re a  from New York to  H aw aii. In  1959 Bank o f  
America in tro d u ced  i t s  p la n  in  C a l ifo rn ia  and in  19^4 re p o rte d  
recovery  o f s t a r t i n g  c o s t s .
P r io r  to  I 966 th e  growth o f  lo c a l  p la n s  dom inated, h u t a f t e r  
1966 re g io n a l p la n s  developed . Bank o f America in tro d u ced  i t s  
n a t io n a l  f r a n c h is e  p la n  in  1966. Two o th e r  hank ch arg e-o ard  p la n s  
developed in  I 966, one in  C a l i fo rn ia ,  c a l le d  M aster Charge, hy a  group 
o f  hanks— th e  Bank o f  C a l i fo rn ia ,  th e  C rocker C itiz e n s  N a tio n a l, and
The N a tio n a l C re d it  Card School f o r  B ankers, Conducted hy 
P re s to n  S ta te  Bank, **A H is to ry  o f Charge Account Banking,** D a l la s , 
Texas, I969. (M imeographed.)
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th e  U nited  o f  C a l i fo rn ia ;  a  second p la n  was developed in  th e  midwest 
bjr th i r t e e n  banks, fo u r  in  Chicago and th e  o th e rs  sp read  th roughou t 
In d ia n a  and I l l i n o i s .  T his second group banded to g e th e r  in  a  group 
c a l le d  Midwest Card Group and became a  form al a s s o c ia t io n  th a t  p ro ­
v id ed  an in te rch an g e  among th em selv es . In  I 96S th e  Midwest Bank Card 
Group jo in e d  the  M aster Charge Group and adopted th e  M aster Charge 
emblem and the  sm all In te rb a n k  **i** a s  a  common denom inator. By the  
end o f  1968 M aster Charge had I7 m il l io n  c a rd h o ld e rs  and 300,000
m erchan ts, and BankAmericard had I6 .7  m il l io n  ca rd h o ld ers  and
2
397t000 m erchan ts.
Problem
A b a n k 's  c r e d i t  card  o p e ra tio n  i s  to  p ro v id e  f in a n c ia l  
s e rv ic e s  fo r  a  fe e  to  m erchants on a  c o s t  b a s is  and c r e d i t  s e rv ic e s  to  
in d iv id u a ls  a s  a  n o -c o s t b e n e f i t  o r  a s  a  c r e d i t  e x ten s io n  c o s t .  The 
merchcuit, when he u ses  b«uik c r e d i t  ca rd s  fo r  h is  c r e d i t  s a l e s ,  has  h is  
re c e iv a b le s  c o s t  and a s s o c ia te d  r i s k  re p la ce d  by a  bank s e rv ic e  
ch arg e . The q u e s tio n s  to  be asked a re ;  I s  th e  bank s e rv ic e  charge  
g r e a te r  than  o r  le s s  than  th e  m erch an t's  re c e iv a b le  c o s t?  I s  th i s  
bank s e rv ic e  p r o f i ta b le ?
^ Ib id .
CHàPTBR I I  
EXCHÀNCEB 
The Mechanism
The exchange mechanism le  an ev o lv in g  p ro c e ss  and h as many 
s ta g e s  o f  h i s t o r i c a l  developm ent. Exchange o f  a c tu a l  goods was a  
b eg in n in g , and v a ry in g  d eg rees o f  a b s t r a c t io n  fo llo w ed . Each staige o f  
exchange developm ent had i t s  b e n e f i ts  and c o s ts .  The b e n e f i ts  o f  eaeh 
staige were g r e a te r  s in q ) l ic i ty  o f  re c o g n itio n , s p e c ia l iz a t io n  o f  
exchange, amd c o n tin u ity  o f  v a lu e . The exchange p ro c e ss , becoming 
more s p e c ia l iz e d  a t  each s ta g e , g ra d u a lly  developed a  u t i l i t y  and 
i d e n t i c  o f  i t s  own. The money exchange mechainism th a t  was c re a te d  
became v a lu a b le  due to  a  l im i t  on economic re so u rce s  a v a i la b le  f o r  
exchange and th e  s p e c ia l iz e d  exchamge medium a s  an i n s t i t u t i o n .  The 
exchange p ro cess  i s  d e fin e d  f o r  the  c r e d i t  card  s ta g e  o f exchange 
developm ent in  term s o f  r i s k ,  u t i l i t y ,  t r u s t ,  and v a lu e  exchanged.
The P ro cess
How c r e d i t  ca rd s  perform  in  term s o f  c o s t  and b e n e f i t  f o r  the  
p ro v id in g  u n i t  ( th e  merchatnt) amd th e  consuming u n i t  ( th e  custom er) 
i s  based upon how th re e  f a c to r s  a re  d is t in g u is h e d :  exchange,
l i q u i d i t y ,  and c r e d i t .  Exchange o r  consum ption o f  economic v a lu e  has 
th re e  b a s ic  re q u ire m e n ts . I t  r e q u ire s  th a t  the  economic p a r tn e r s  in  
a  t r a n s a c t io n  have a cc e ss  to  each o th e r ,  th a t  th e  v a lu es  o f fe re d  in
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the exchange be m utually  id e n t i f i e d  and v e r i f i e d ,  and th a t  a  t r a n s f e r  
a c tu a l ly  be ex ecu ted . A secondary e f f e c t  o f  exchange i s  Ihe a b i l i ^  
to  acco u n t f o r  th e  exchange a f t e r  i t  has t r a n s p i r e d .  The second 
f a c to r ,  l i q u i d i t y ,  i s  th e  means and a b i l i t y  to  make the  exchange.
Cash and demand d e p o s its  a re  l iq u id  re so u rc e s  and re p re se n t a b i l i t y  o f  
the  coBSUMr and th e  means o f  exchange to  th e  m erchant. The r e s u l t  i s  
th a t  l i q u id i t y  f a c i l i t a t e s  " a c c e s s , i d e n t i f i c a t i o n  and v e r i f i c a t i o n  o f  
v a lu e , and t r a n s f e r r in g  v a l u e . C r e d i t  i s  an o th e r means o f  exchange 
and p ro v id es  a c c e s s , i d e n t i f i c a t i o n ,  v e r i f i c a t i o n  and t r a n s f e r . 
However, i t  i s  w ith o u t p ro o f o f  economic v a lu e  and, an such , i s  n o t in  
the  sauae sim ple ca teg o ry  a s  l iq u id  re s o u rc e s . Demand d e p o s its  a re  
a c c e s s ib le  upon p re s e n ta t io n  o f  a  p ie c e  o f  p ap er—a check, c e r t i f i c a t e  
o f  d e p o s i t ,  o r  bank n o te — th a t  must be accep ted  e i t h e r  upon b l in d  
f a i t h ,  p re v io u s  knowledge o f good f a i t h ,  o r  r e je c te d .  As such , 
demand d e p o s it  checks a re  s im i la r  in  form to  c r e d i t  c a rd s . C re d it  
c a rd s , a  d e fe r re d  exchange o f  cash  f o r  b o th  th e  buyer and the  s e l l e r ,  
f a c i l i t a t e  exchange and re p re s e n t  a  sim ple  t r u s t  th a t  what i s  
purchased  i s  w orth what was p a id  and th a t  payment w i l l  be made in  the  
f u tu r e  f o r  the  item . Given th e  ancep tan ce  o f r i s k  by a  m erchant and 
bank, and th e  consum er's t r u s t  in  th e  economic v a lu e , c r e d i t  p ro v id e s  
a c c e s s , i d e n t i f i c a t i o n ,  v e r i f i c a t i o n  o f  v a lu e s , and t r a n s f e r  o f  v a lu e .
When an exchange in v o lv in g  cash  o c c u rs , th e re  a re  two r e la te d
W illia m  H. W ateer, The C heckless S o c ie ty —I t s  C ost Implicap­
t io n s  f o r  th e  Firm  (E a s t L ansing , M ichigan: MSU B usiness S tu d ie s ,
Bureau o f B usiness and Economic R esearch , D iv is io n  o f  R esearch , 
G raduate School o f  B usiness A d m in is tra tio n , M ichigan S ta te  U niver­
s i t y ,  1969)1 P* 4 .
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consulter c o s ts .  The c o s t  invo lved  in  th e  forgone a l t e r n a t e  u ses  o f 
cash  and th e  c o s t  a s s o c ia te d  w ith  th e  r i s k  t h a t  th e  u t i l i t y  o f  th e  
item s exchanged a s  o r ig in a l ly  v e r i f i e d  and id e n t i f i e d  a re  no lo n g er 
e q u a l. When c r e d i t  i s  used to  make th e  exchange, a  m erchant has the 
c o s ts  o f  cash  in v o lv ed , p lu s  r i s k - r e l a t e d  c o s ts  in v o lv in g  fu tu re  
b e n e f i ts  l o s t  due to  n o -cash  in p u t ,  th e  c o s t  o f  v e r i f i c a t i o n  o f  
consumer c r e d i t ,  and th e  slow  re tu rn s  c o s t .  The m erchant should  
minimize th e se  c o s ts  in  o rd e r  to  in c re a se  h i s  r e tu rn  on c r e d i t  s a l e s .  
When c r e d i t  ca rd s  a re  u sed , exchange becomes more conqilex and c o s t ly ,  
e s p e c ia l ly  s in c e  l iq u id  re so u rce s  a re  n o t exchamged and th e  delayed  
exchange o f  l iq u id  re so u rc e s  has a  p r i c e .
Bank C re d it  Card B e n e f i ts —G eneral 
Bank c r e d i t  ca rd  b e n e f i ts  f a l l  in to  th re e  g e n e ra l c a te g o r ie s :  
consumer b e n e f i t s ,  bank b e n e f i t s ,  and m erchant b e n e f i t s ;  and a re  a  
c e n t r a l  is su e  s in c e  the  c o s t  o f  b e n e f i t s  i s  co n sid e red  a s  w e ll a s  th e  
n o n -c o s t a sp e c ts  o f  b e n e f i t s .  B e n e f its  a re  p o s i t iv e  when they  a re  
fa v o ra b le  fo r  th e  bank, and b e n e f i t s  a re  n eg a tiv e  when th ey  a re  n o t 
f a v o ra b le . However, i t  has been no ted  in  the l i t e r a t u r e  th a t  th e re  i s  
a  tendency f o r  banks to  em phasise p o s i t iv e  b e n e f i t s  when c o s ts  a re  n o t 
known, n o t i d e n t i f i a b l e ,  o r  a re  k e p t in te r n a l  and n o t r e le a s e d .  
B e n e f its  must be re c e iv e d  e i t h e r  in  the  form o f  convenience, p r o f i t ,  
reduced c o s ts ,  o r  fa v o ra b le  m arket image in  o rd e r  f o r  the bank c r e d i t  
card  p la n  to  work. A ll th re e  p a r t i c ip a n t s —th e  m erchant, th e  bank, 
and th e  consumer—must b e n e f i t  i f  th e  p la n  i s  to  be j u s t i f i e d .
CHAPTER I I I  
BAHK CREDIT CARD FERFORNAIICS 
P r o f i t a b i l i t y
P r o f i t a b i l i 'f y  o f  bank c r e d i t  c a rd s  i s  an in d iv id u a l bank 
assessm en t in  view o f many f a c to r s .  Banks do n o t e v a lu a te  p r o f i t  
measurement e q u a lly . Bank o b je c t iv e s  range from p r o f i t  m o tiv a tio n — 
to  b reak  even— to  in d if fe re n c e  on p r o f i t a b i l i t y  o r  c o s t  o f  s e r v ic e s .  
The l a t t e r  s ta tem en t i s  supported  by an a n a ly s is  o f  62 banks th a t  had 
g r e a te r  than  $3 m ill io n  in  o u ts ta n d in g  bank c r e d i t  card  b a la n c e s . ^  An 
ezaiQ}le o f  bemk card  p r o f i t a b i l i t y  i s  th e  v e ry  su c c e ss fu l p la n  b u i l t  
by th e  Bank o f  America in  C a l i fo rn ia .  J u s t  from c r e d i t  c a rd  opera­
t io n s  in  C a l i fo rn ia  the  Bank o f America " n e t te d  $10 m illio n  p r o f i t ,  in  
th e  f i r s t  10 months o f  1969»**^ T his $10 m il l io n  p r o f i t  f o r  10 months 
o f  o p e ra tio n  i s  q u i te  s ig n i f i c a n t ,  e s p e c ia l ly  when f o r  the  e n t i r e  y e a r
in  1968 the  Bank o f  America " n e t te d  $7 .3  m il l io n  p r o f i t  on i t s  C a l i -
6f o m ia  bank c r e d i t  card  o p e ra t io n s ."  The enormous success o f  the  
Bank o f  America i s  a  m ajor èiqpetus f o r  o th e r  banks to  i n i t i a t e  th e
^P edera l R eserve System Task Group on Bank C re d it Card and 
Check C re d it P lan s  (Board o f  Governors o f  the F e d e ra l R eserve System, 
J u ly ,  1968) ,  p p . 21-22.
^"The S an ta  C laus th a t  Makes You P a y ,"  B usiness Week. 
December 20, 19&9, p . 77 .
* Ib id .
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c r e d i t  card  s e rv ic e  a s  a  fe a tu re  o f  b ank ing . However, th e re  a re  
s e v e ra l  o f f s e t t i n g  c o s ts  to  be c o n sid e re d .
Banks must abso rb  s e v e ra l types o f  c o s ts  th a t  were p a r t  o f  the
m erch an t's  c o s t  p r io r  to  the  in tro d u c tio n  o f  bank c r e d i t  c a rd s . In
the  case  o f  sm all r e t a i l e r s  who d id  n o t have a  cu s to m er-rece iv ab le
c r e d i t  l in e  e s ta b l is h e d ,  the  c o s t  i s  added to  bank c o s ts  when bank
c r e d i t  c a rd s  a re  used  by th ese  m erchants. When a  r e t a i l e r  a lre a d y  has
a  cu s to m er-rece iv ab le  c r e d i t  l in e  e s ta b l is h e d , the c o s t  i s  t r a n s fe re d
to  banks. C re d it lo s s e s  in  term s o f  c o l le c t io n s ,  bad d eb ts  and slow
payments a re  a  c o n s id e ra b le  p o r t io n  o f  th e  c r e d i t  l in e  c o s t .  Based
upon the d a ta  p re se n te d  in  the  Brimmer s tu d y , annual bad d e b t chaurge-
n
o f f  amounts and p ro ced u res  can be a n a ly se d . In  19^9 the  c h a rg e -o ffs  
were 2 .38  p e r  c en t o f  en d -o f-y e a r o u ts ta n d in g  bank c r e d i t  ca rd  b a l­
a n c e s . In  1970 th e  c h a rg e -o f fs  were 3.39 p e r  c en t o f  e n d -o f-y e a r o u t­
s tan d in g  b a la n c e s . The a c tu a l  range, a s  re p o r te d  to  the F ed e ra l
R eserve , in  1970 (C h a rt 1) was between 2 .17 p e r  c e n t fo r  S ta te  member
banks and 3.72 p e r  c e n t f o r  R a tio n a l member b anks. The d if f e r e n c e  
between th e se  p e rcen tag e  c h a rg e -o ffs  can be tra c e d  to  nonstandard  
acco u n tin g  p ro c e d u re s . "N atio n a l banks a re  re q u ire d  by th e  F ed e ra l 
R eserve to  charge o f f  t h e i r  d e lin q u e n t acco u n ts  a f t e r  s ix  b i l l i n g s  
[90  d ays] w ith o u t re c e iv in g  a  payment. In  c o n t r a s t  only e ig h te en
^Andrew F. Brimmer, "Bank C re d it C ards—The Record o f 
In n o v a tio n  and Growth" (Board o f Governors o f  th e  F ed era l R eserv e , 
paper p re sen te d  a t  th e  ^ e r t o  R ican Bankers A sso c ia tio n , San Juan , 
March 26, 1971), p p . 6 -7 .
g
" E ffe c t iv e  A p ril  5 , 1971, R eg u la tio n  Z was amended to  r e q u ire  
c r e d i to r s  to  g iv e  I 5 days n o t ic e ,  r a th e r  than  30 day s, to  a c t iv e  
custom ers re g a rd in g  a  change in  term s o f an open end c r e d i t  a cc o u n t."  
F ed e ra l R eserve B u l le t in ,  March, 1971, p .  246. T h is  made o f f i c i a l  a .
m
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1
1969 1970
Year
C hart 1
C harge-O ffs as a  P e rcen t o f  End o f  Y ear O u ts tan d in g s,
1969 and 1970?
^Brimmer, "Bank C re d it C ard s,"  T able  1.
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p e r  c e n t o f th e  S ta te  member banks re p o r te d  u s in g  th e  n in e ty -d a y  
c h a rg e -o ff  p e r io d  a t  th e  end o f  1970,"^^ (T ab le  1 .)  F o r ^  p e r  c e n t
Table 1
C re d it  Card Plans* C h arg e-o ff P r a c t ic e s  of 
S ta te  Member B a n k s ''
Bays D elinquen t 
o f  C h arge-o ff
Number o f  Banks 
R eporting
P ercen tag e  
o f  T o ta l
90 32 18
120 40 22
121-150 27 15
151-180 45 25
181-210 8 4
211-365 2 1
Not s p e c if ie d 26
180 100
o f  th e  S ta te  member banks re p o r t in g  used a  120 to  l30-day  c h a rg e -o f f  
p e r io d . These c u r re n t  f ig u r e s  on lo s s  r a t i o s  d e p ic t  g r e a te r  lo s se s  
than  re p o rte d  a  few y e a rs  ago . A ccording to  th e  F edera l R eserve Sys­
tem Task Group s tu d y , as  o f  September 30, 1967, lo s se s  ranged from
120.36  p e r  c e n t to  2 .42 p e r  c e n t .  The low er lo s s  r a t i o s  were re p o r te d  
hy th e  sm a lle r  banks. By com parison th e  de linquency  r a te  on home
p o lic y  th a t  a p p lie d  to  c r e d i t  card  o p e ra tio n s  a t  an  e a r l i e r  tim e.
10.Brimuner, **Bank C re d it Cards,** p . 7* 11I b i d . « T able 2 .
12F e d e ra l R eserve System Task Group, p .  31 *
11
mortgage» f o r  I 969 was 3.22 p e r  c e n t.^ ^
Overhead expenses in c lu d e  a l l  expenses n o t d i r e c t l y  a t t r i b u t ­
a b le  to  c r e d i t  card  o p e ra t io n s . P o r tio n s  o f  each item  in  Appendixes 
A and B cainnot be a c c u ra te ly  charged to  th e  c r e d i t  card  o p e ra tio n  f o r  
ag en t banks auid a re  broken down by sp o n so rin g  banks a s  a  r a t i o  o f  
ca rd h o ld e rs  s igned  on to  a l l  c a rd h o ld e rs  b i l l e d  by the  sp o n so rin g  
bank. F or sp o n so rin g  banks th i s  problem  i s  s isq p lif ie d  s in c e  the 
c r e d i t  ca rd  o p e ra tio n  i s  a  s e p a ra te  c o s tin g  c e n te r  and o f te n  a  sub­
s id ia r y  c o rp o ra tio n  such a s  BankAmericard.  ̂̂
O p era ting  expenses in c lu d e  a l l  expenses th a t  have to  do w ith  
th e  d a i ly  o p e ra tio n  o f th e  c r e d i t  card  s e r v ic e ,  such as  p l a s t i c  card  
em bossing, c o lo r  pho to g rap h in g , a s s o c ia t io n  assessm en ts , te lep h o n e  
expense , c r e d i t  r e p o r t in g  expense, p e rso n n e l expense, m a ilin g  expense, 
c r e d i t  checking  expense, t r a v e l  and e n te r ta in m en t expense (u sed  fo r  
o b ta in in g  new m erchants and keep in g  o ld  o n e s) , and equipment expense. 
The expenses f o r  an ag en t bank a re  n o t th e  same a s  the expenses f o r  a  
sp o n so rin g  bank.
E le c tro n ic  D ata P ro c e ss in g  (EW ) expense i s  n o t a  m ajor 
expense f o r  an ag en t bank s in c e  s ta tem e n ts  and m erchant r e c e ip ts  a re  
u s u a lly  handled  by sp o n so rin g  b anks. T his i s  n o t to  say th a t  ag en t 
banks d o n 't  have EDP; they  do , b u t i t  i s  n o t e x c lu s iv e ly  f o r  c r e d i t  
ca rd  o p e ra tio n s . S ponsoring  banks have EDP hardw are amd so ftw are  
expense , In  many cases  they  a ls o  have subd iv ided  new p e r ip h e ra l
^ f e d e r a l  R eserve B u l le t in ,  March, 1971 y P* A52.
sp o n so rin g  bank, g e n e ra lly  a  la rg e  bank in  a  re g io n , th a t  
has many sm a lle r  banks (a g e n t banks) signed  on to  expand the
12
equipm ent as  s e p a ra te  expense . T his type o f  equipm ent in c lu d e s  such 
item s as modums, d a ta  phones, cathode ra y  tuhe in p u t-o u tp u t d ev ice s  
(C R T 's), rem ote te rm in a ls ,  and redundant com puter f a c i l i t i e s .  S o f t­
ware in c lu d es  p e rso n n e l, programming, a m a ly s is , s e rv ic in g , a-wd o f te n  
p re v e n ta tiv e  m aintenance c o n tr a c ts .
Prom otion expense f o r  g e t t in g  m erchants to  s ig n  on to  a  c r e d i t  
p la n  a re  co n s id e ra b le  f o r  ag en t banks s in c e  they  a re  the banks th a t  
a c tu a l ly  o b ta in  th e  bu lk  o f  the  m erchants. A sponso ring  bank w i l l  
a ls o  s ig n  on m erchants b u t in  a  sm all a re a  o n ly .
A d v e rtis in g  aimed a t  th e  consumer i s  used to  a t t r a c t  new 
consumers and g e t t in g  consumers to  use t h e i r  c a rd s . D eveloping th e  
p u b lic  image o f  s o c ia l  accep tance  f o r  the  card  and i t s  u s e r s  i s  
a n o th e r aim o f bank card  a d v e r t is in g .  The c o s t  o f  a d v e r t is in g  i s  
shared  by sp o n so rin g  banks and a s s o c ia t io n s .  A dvertisem ents by ag en t 
banks a re  aimed a t  lo c a l  m erchants suid consumers f o r  the  purpose o f  
id e n t i fy in g  th e  bank w ith  a  p a r t i c u l a r  c r e d i t  card  p la n .
C re d it lo s s  expense i s  the  amount o f c h a rg e -o ffs  th a t  a  bank 
has a s  a  r e s u l t  o f d e linquency  o r  bad d e b t .  T his c o s t  i s  u s u a lly  
absorbed  e n t i r e ly  by sp o nso ring  banks. A gent banks which u s u a lly  do 
n o t absorb  the c o s t  have a  low bad d eb t c o s t  s in c e  by agreem ent they  
a re  n o t d i r e c t l y  in v o lv e d .
Losses due to  f ra u d  o r  u n au th o rized  use o f  s to le n  c r e d i t  
c a rd s , once com plete ly  passed  on to  the  c a rd h o ld e r , a re  now alm ost 
com pletely  absorbed  by b anks. The Consumer C re d it  P ro te c t io n  A ct,
g eo g rap h ica l a re a  o f  th e  bank card  use by m erchants and accep tance  
by consum ers. T h is i s  d isc u sse d  in  C hapter VI in  more d e t a i l .
13
amended on O ctober 26, 1970, p ro h ib i ts  is su a n c e  o f  u n s o l ic i te d  c r e d i t  
ca rd s  and l im i t s  c r e d i t  c a rd h o ld ers  to  a  maximum o f  $30 l i a b i l i t y  fo r  
u n au th o rized  use o f  t h e i r  c a rd s . In  a d d i t io n ,  th e  F ed e ra l Reserve 
Board i n i t i a t e d  T ru th -in -L en d in g  changes to  R eg u la tio n  Z on January  
23, 1971. The F ed e ra l R eserve co n tac ted  43 banks in  an in fo rm al 
su rvey , and the  m a jo rity  o f  responden ts  s ta te d  th a t  the bank was 
ab so rb in g  a l l  lo s s e s  on u n au th o rized  use  o f  ca rd s  and banks were n o t 
invoking  the  $30 l im i t  on ca rd h o ld e r l i a b i l i t y  because o f  p u b lic
15r e la t io n s ,  c o s t ,  and co m p etitiv e  re a so n s .
Bank c r e d i t  ca rd  im plem entation  c o s ts  a re  c o n s id e ra b le . 
Appendixes A and B i l l u s t r a t e  agen t-bank  d i r e c t  and in d i r e c t  expenses. 
However, f o r  a l l  banks th e se  c o s ts  a re  d iv id e d  in to ;  ( 1) overhead 
expenses, (2 ) o p e ra tin g  expenses, ( 3) e le c t r o n ic  d a ta  p ro c e ss in g  
expense, ( 4 ) prom otion (m erchant s e l l in g )  expense, ( 3 ) a d v e r t is in g
16(consumer s e l l in g )  ejqpense, (6 )  c r e d i t  lo s s e s  expense. S ta r t -u p
expenses averaged  2 p e r  c e n t o f  t o t a l  bank o p e ra tin g  expense and were
17recovered  in  th re e  to  fo u r  y e a r s .  The c o s t  o f i n i t i a t i n g  a  c r e d i t
card  s e rv ic e  i s  reduced  co n sid e rab ly  by a c c e p tin g  agency s ta tu s  or
ida s s o c ia t io n  membership. As o f  Septem ber 30, 19&7, th e re  were 197
banks w ith  c r e d i t  card  p l a n s . A s  o f  December 311 19&9; th e re  were
20683 c a rd - is s u in g  banks and 3,430 agency b an k s. As o f December 31, 
1970, th e re  were 1,427 c a rd - is s u in g  banks and 7,684 agency banks fo r  a
^^F ederal R eserve System Task Group, p .  26. ^^I b id . , p .  27.
1?I b id . ^^ Ib id . ,  p . 28. ^^ Ib id . .  p . 83 .
^^Brimmer, "Bank C re d it  C ard s,"  T able 7-
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21t o t a l  o f  9,111 baulks o f f e r in g  c r e d i t  c a rd  s e r v ic e .  The c o s t  to  
ag en t bauxks v a r ie s  depending upon which p la n  i s  u sed , **Bauik o f
22America charges i t s  banks a  fe e  th a t  cam run to  23,000 dollairs** fo r  
ag en t s t a t u s ,  and " th e n  charge a  s e rv ic e  charge on each bam k's card  
volume.
S erv ice
Advantaiges to  be gained  by banks e n te r in g  the  c r e d i t  card  
f i e l d  a re  in  the  i n d i r e c t  ezpamsion o f  o th e r  bank s e r v ic e s .  C re d it  
card  s e rv ic e  h as p rov ided  o p p o r tu n i t ie s  f o r  o b ta in in g  new merchauit 
a cc o u n ts , new consumer acco u n ts , s e l l i n g  a d d it io n a l  bank s e rv ic e s :  
s a f e ty  d e p o s it  boxes, tim e d e p o s i t s ,  t r u s t  mcmaigement, commercial 
lo a n s , amd le n d in g  on re v o lv in g  a cc o u n ts . The s e rv ic e s  th a t  bauaks 
o f f e r  a re  v e ry  co m p etitiv e  auid the  a d d i t io n  o f  a  o re d i t - c a rd  s e rv ic e  
allow ed expansion  a t  th e  eaqpense o f bauaks n o t o f f e r in g  th e  s e r v ic e .
An example i s  the  te n -y e a r  am alysis  matde by one bauok o f c u r re n t  
custom ers who were n o t custom ers p r io r  to  is su an ce  o f  th e  c r e d i t  card  
and because o f  th e  added c r e d i t - c a r d  f e a tu r e  became custom ers o f  the  
bauik. "S e v en ty -th re e  p e r  c e n t o f  th e se  custom ers made u se  o f  o th e r  
s e rv ic e s  in  th e  ban k ."^^
In d u s try  Growth
A summary o f th e  baulking in d u s tz y 's  g o a ls  f o r  bank caurds was 
maide by K arl H inke, chairmaui o f  Interbam k Card A sso c ia tio n  in  19^9*
^^I b i d . ^ ^ u s in e s s  Week, December 20, I969* P* 76.
^ ^ Ib id . ^ ^ r im m e r, "Bauak C re d it  C ard s,"  p .  20.
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We would c a l l  th e  e s ta b lish m e n t o f  th e  bank charge ca rd  a  new 
medium o f  exchange, a  re n a issa n ce  o f  bank ing . The c r e d i t  ca rd  o f  
the  fu tu re  w i l l  be a  membership card  in  a  nationw ide— e v e n tu a lly  
in te r n a t io n a l—e le c t r o n ic  payment and booking netw ork. I t  has the  
p o te n t ia l  o f  e lim in a tin g  many co n v en tio n a l u ses  o f checks and 
money. 25
Since th i s  i s  th e  tre n d , many banks want to  p a r t i c ip a te  in  th e  grow th 
in  t h i s  im p o rtan t segment o f  the  in d u s try .  The r a te  o f grow th f o r  
bank c r e d i t  ca rd s  a s  compared to  o th e r  ty p es  o f  re v o lv in g  c r e d i t  c a rd s  
i s  shown c le a r ly  in  Table 2 and C hart 2 . The banking in d u s tiy  
accounted  f o r  $0 p e r  c e n t o f  the  growth in  re v o lv in g  c r e d i t  p la n s  from 
December 31, 19^7 to  December 3I , 1970. The ra p id  growth o f  c r e d i t  
o u ts ta n d in g , 362.3 p e r  c e n t over t h i s  p e r io d , i s  a  s ig n i f ic a n t  ev en t 
th a t  marks g e n e ra l p u b lic  and bank accep tance  o f the  c r e d i t  c a rd . The 
growth tre n d  o f  c r e d i t  card  p la n s  by the  number o f banks h av in g  p la n s  
and the  amount o u ts ta n d in g , from 19&7 to  1970, i s  shown in  C hart 3 . 
C re d it o u ts ta n d in g  i s  in c re a s in g  a t  a  g r e a te r  r a te  than  th e  in c re a se  
in  the  number o f  c a rd h o ld e rs , showing th a t  consumer u t i l i z a t i o n  o f  
the  card  i s  in c re a s in g . The average c r e d i t  l in e  o u ts ta n d in g , f o r  th e  
p e r io d  from June 30, I 969 to  December 31t 1970, changed from $182 to  
$232 which i s  a  27 p e r  c e n t in c re a s e . As o f  September 30, I 967, th e  
o u ts ta n d in g  ba lan ce  o f th e  average c r e d i t  card  account was on ly  $ 124. 
The o u ts ta n d in g  b a lance  growth r a te  f o r  th e  p e r io d  between Septem ber, 
1967 and December, 1970 was I 88 p e r  c e n t.^ ^  Bank re v o lv in g  c r e d i t  
p la n s  accounted  f o r  2 1 .4  p e r  c en t o f  th e  t o t a l  rev o lv in g  c r e d i t
^^B usiness Week, December 20, I 969, p .  78. 
^^P ederal R eserve System Task Group, p .  8 l .
Table 2
O u tstand ing  Balance o f  R evolving C re d it P lane  
(B i l l io n s  o f  D o lla rs )^ ?
Type o f  C re d it Dec, 31
-  1967
June 30, 
1968
Dec. 31t
. 1968
June 30,
1969
Dec. 311
-  1969
June 30,
1970
Dec. 31,
1970
Bank C re d it Cards 0 .8 1 .0 1.3 1.7 2 .6 3 .0 3 .7  ( e s t . )
O il Companies 1 .0 1.1 1.2 1.3 1.3 1.6 1.8
D epartm ent S to re  R evolving C re d it  3*3 3.6 3.7 3 .8 4 .2 4 .0 4 .6
R e ta i l  Charge A ccounts 5-9 5 .3 6 .3 3 .6 6 .7 3 .8 6 .9
T rav e l and E n te rta in m en t Cards 0.1 0.1 0.1 0.1 0.1 0.1 0.1
A ll  O ther 0 .2 0 .2 0 .2 0 .2 0 .2 0 .2 0 .2
T o ta l o f  A ll  Types 11.5 11.3 13.0 12.7 13.3 14.7 17.3
27
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Brimmer, "Bank C re d it Cards,** Table 10.
R evolving C re d it  O u tstand ing  
( B i l l io n s  o f  D o lla rs )
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o u ts ta n d in g  as  o f  December 311 1970, compared to  onljr 7 p e r  c en t 
December 31» 1967*^^
^B rim m er, "Bank C re d it Cards,** Table 11,
CHAPTER IV 
BARK CREDIT CARD AND THE CONSUMER 
Consumer C osts
A consumer has s e v e ra l approaches in  an a ly z in g  bank c r e d i t  
c a rd s . One i s  c o s t  which may be 0 to  18 p e r  cen t a  y e a r  i n t e r e s t  
on h i s  unpaid  b a la n c e . The ca rd  i s  is su e d  f r e e  o f  charge to  a  q u a l i ­
f ie d  re q u e s to r , and the  l in e  o f  c r e d i t  g iven  to  the  consumer i s  f r e e  
o f  any i n t e r e s t  f o r  the  f i r s t  f i f t y  d ay s . T h is  means th a t  a  consumer 
can use the  card  f o r  p u rch ases  and g e t  th e  n o n -co s t b e n e f i ts  f r e e ,  
p lu s  use o f th e  item  purchased  and money n o t sp en t in  l i e u  o f  the  use  
o f  the  c r e d i t  c a rd . When f u l l  payment i s  made w ith in  the  i n t e r e s t -  
f r e e  p e r io d , the  f u l l  c r e d i t  i s  ag a in  ex ten d ed . However, i f  th e  con­
sumer does n o t pay w ith in  f i f t y  d ay s, he in c u rs  an i n t e r e s t  ( s e rv ic e )  
charge th a t  v a r ie s  from s t a t e  to  s t a t e  depending upon the p a r t i c u l a r  
s t a t e  u su ry  law s. The monthly i n t e r e s t  ranges from f iv e - s ix th s  o f  
one p e r  c e n t to  one and a  h a l f  p e r  c e n t p e r  month on the unpaid  
b a la n c e .
Consumer Awareness o f  C osts 
Consumer aw areness o f  c o s ts  i s  in c re a s in g  and th e  number o f  
p eo p le  h o ld in g  card s  who d o n 't  know th e  c o s ts  a t  a l l  dropped
^^P ersonal c o n f id e n t ia l  l e t t e r  from a  m ajor b a n k 's  S en io r 
V ice P r e s id e n t .
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s ig n i f ic a n t ly  a f t e r  the  T ru th -in -L en d in g  law became e f f e c t iv e  in  1969. 
Consumer aw areness o f  c r e d i t  c o s ts  by ed u ca tio n  le v e l  was determ ined  
by a  F ed e ra l R eserve Board Survey o f  consumer aw areness and i s  shown 
in  Table 3« A more a c c u ra te  consumer e s tim a te  on i n t e r e s t  r a te  and a 
d e c lin e  in  the  don 't-know  ca teg o ry  i s  c le a r ly  shown f o r  1970. There 
i s  a ls o  a  b e t t e r  e s tim a te  o f  th e  a c tu a l  i n t e r e s t  r a t e  as  th e  educa­
t io n a l  le v e l  in c re a s e s . The don 't-know  ca teg o ry  d e c rea se s  d ram a tic ­
a l l y  when consumers respond ing  had a tte n d e d  co lleg e*  The number o f  
resp o n d en ts  p o sse ss in g  c a rd s  a ls o  in c re a se d  w ith  the  in c re a se  in  educa­
t io n a l  l e v e l .  Consumer aw areness o f  c o s ts  by income group i s  shown in  
Table 4* The v e ry  la rg e  in c re a se  in  the  accuracy  o f  c o s t  e s tim a te  i s
32la rg e ly  a t t r ib u te d  to  th e  T ru th -in -L en d in g  law . However, th e  over 
$10,000 income b ra c k e t showed a  g r e a te r  aw areness o f  a c tu a l  c o s ts .
In  1970 th e  d if fe re n c e  o f  each income b ra c k e t in  th e  don 't-know  
ca teg o ry  d i d n 't  va ry  more than  p lu s  7*5 &nd minus 3.7 p e rcen tag e  
p o in ts  from the  average don 't-know  o f  27 p e r  c e n t (C h art 4)« The d a ta  
in d ic a te  th a t  t h i s  ca teg o ry  i s  f a i r l y  uniform  in  aw areness and i s  le s s  
s e n s i t iv e  to  v a r ia t io n  o f  income. Consumers a s  a  whole reco g n ize  the 
c o s ts  and weigh them w ith  th e  b e n e f i ts  th a t  fo llo w .
Consumer B e n e fits  
C re d it card s  do d i f f e r e n t  th in g s  fo r  d i f f e r e n t  p e o p le . Some 
people  un d ers tan d  the  c o s ts  invo lved  and some do n o t .  B e n e f its  must 
be p o s i t iv e  and id e n t i f i e d  w ith  f o r  card s  to  be a cc e p ted . I f  no one 
id e n t i f i e d  w ith  the  s e rv ic e s  p rov ided  by th e  c a rd s , they would n o t
^ ^ rim m er, "Bank C re d it C ard s,"  p . 17*
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E ducation
T o ta l Some High School 
o r  Less
G raduated High 
School
Some C ollege
1969 1970 1969 1970 1969 1970 1969 1970
Humber r e p o r t in g  ow nership 
o f  a  bank c r e d i t  ca rd 1,324 918 355 1«7 422 293 540 435
Humber answ ering  i n t e r e s t  
r a t e  q u e s tio n 1,226 651 314 95 387 212 519 344
P ercen tage  R ate D is tr ib u t io n  o f  Those Answering 
I n t e r e s t  Rate Q uestion
I n t e r e s t  Rate (P e r c e n t)
8 o r  le s s 11.5 5 .9 11.5 8 .4 11.9 7 .0 12.7 4 .3
9-18 32.1 66.2 20.1 41.1 25.8 55.7 42 .8 79.7
Over 18 1.1 0 .9 1.6 2.1 1.3 1 .0 0 .8 0 .6
D o n 't know 55.3 27 .0 66 .8 48 .4 61 .0 36.3 43.7 15.4
T o ta l 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
^^rimmer, ••Bank C redit Cards,•* Table 9*
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Tabla 4
CoBBumar A aareneaa e t  Bank C re d it Card C osts by Incona
Income
Under $5,000
1969 1970
$5,000
$7,999 
1969 1970
$8,000
$9,999 
1969 1970
$10,000
and over
1969 1970
Number re p o r t in g  ownerehip 
o f  a  bank c r e d i t  ca rd 162 78 252 142 246 154 597 523
Humber answ ering  i n t e r e s t  
r a t e  q u e s tio n 141 32 227 96 228 113 568 404
P ercen tag e  Rate D is tr ib u t io n  o f  Those Answering 
I n t e r e s t  Rate Q uestion
I n t e r e s t  Rate (P e r c e n t)
8 o r  le s s 9 .2 9 .4 11.5 11.5 10.5 5 .3 12.0 4 .2
9-18 13.5 6 2 .5 28.5 54.2 31.1 59 .3 40.1 71.5
Over 18 0 .7 OeO 1.0 1 .0 1.3 0 .9 1.2 1.0
Don' t  know 76.6 . 28.1 5 9 .0 33.3 57.1 34.5 46.7 23.3
T o ta l 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
^Brimmer, "Bank Credit Cards," Table 9*
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^^Brimmer, "Bank C re d it  C ard s ,"  Table 9 .
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have a  m easurable u t i l i t y  fo r  consum ers. C re d it  card  use and re c o g n i­
t io n  i s  n o t s u f f i c i e n t  fo r  accep tance  due to  p r e s t ig e ,  group i d e n t i c  
and u t i l i z a t i o n  as  a  means o f i d e n t i f i c a t i o n .  In  o rd e r to  e s ta b l i s h  
who b e n e f i t s  from card s  and the  e x te n t  o f  a ccep tan ce , C hart 5 shows th e  
e f f e c t  ed u ca tio n , income and age have upon card  ow nership . There were 
5,137 re sp o n ses  to  a  I 969 F ed e ra l R eserve System s tu d y . Only 25 .8  p e r
cen t h e ld  bank c r e d i t  c a rd s . In  1970 th e re  were 3,033 resp o n ses  to
36a n o th e r s tu d y , and 30.3 p e r  c e n t h e ld  c a rd s . F ed e ra l R eserve d a ta  
show th a t  o f  a l l  responden ts  in  1970, 79*6 p e r  c en t were h igh  school 
g rad u a tes  o r b e t t e r ,  th a t  91*3 p e r  c e n t o f  a l l  responden ts  earned  
g r e a te r  than  $3,000 an n u a lly  and th a t  7 0 .0  p e r  c en t o f  the  re sp o n d en ts  
were 33 y e a rs  o r  o ld e r .  The co n c lu s io n  i s  th a t  bank c r e d i t  ca rd s  a re  
used more by th e  b e t t e r  educated  and by the  h ig h e r p a id . T his l a t t e r  
s ta tem en t i s  f u r th e r  s u b s ta n tia te d  by F ed e ra l Reserve d a ta  f o r  1970 
th a t  3 8 .3  p e r  c e n t o f  th e  sampled c a rd h o ld e rs  earned  over $10,000 
a n n u a l l y . D u r i n g  the  same two p e r io d s , in  I 969 th e re  were 
43*4 m il l io n  c a rd h o ld e r accoun ts  w ith  8 .6  m ill io n  (2 0 .0  p e r  c e n t)  
a c t iv e ;  and in  1970 th e re  were 47.6 m il l io n  ca rd h o ld e r acco u n ts  w ith  
13,3 m il l io n  (3 2 .0  p e r  c e n t)  a c t i v e .  T h is  meant t h a t ,  f o r  a l l  custom­
e r s ,  th e re  was a  $21.7 b i l l i o n  c r e d i t  l i n e  (g iv e n  th a t  $300 i s  
a u th o riz ed  p e r  acco u n t) fo r  19&9 &nd a  c r e d i t  l in e  o f  123.8 b i l l i o n  
f o r  1970. The d a ta  in d ic a te  th a t  bank c r e d i t  ca rd s  a re  accep ted  and
^B rim m er, "Bank C re d it C ard s ,"  Table 8 .
3?I b i d .
^ ^ I b id . . Table 7 .
T o ta l
Some High School o r  Less
High School G raduates
C ollege G raduates o r  Some C ollege
Less than  $3*000 
$5,000 -  $7,999 
$8,000 -  $9,999
$10,000 and over
Under 35 y e a rs  
35 -  49 y e a rs  
50 Y ears o r  o ld e r
Responses k W W W W V X W V W W W W X W W V V l  30.
1 7 .9
22.1
k \ V V \ \ \ \ V U ^ V V \ \ V V V \ K V V V \ \ \ \ \ \ - ^  32.2
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C hart 5
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39Brimmer, "Bank C re d it C ard s,"  Table 8 .
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u sed , and t h e i r  growth r a te  i s  s ig n i f i c a n t  (C h art 2 above).
B e n e f its  a re  n o t measured b u t a re  l i s t e d  a s  advantages f o r  th e  
consum er. The consumer i s  so ld  on advan tages developed lay th e  banking  
in d u st i y  atnd he i s  convinced, through a d v e r t is in g  and communications 
m ark e tin g , th a t  eidvantages a re  a c tu a l ly  m easurable b e n e f i t s .
A dvantages fo r  the  bank card  a s  l i s t e d  by th e  F ed e ra l R eserve 
Task Group a res
1. The s in g le  a p p l ic a t io n  f o r  c r e d i t  co n v en ien tly  sp a res  the  
custom er th e  b o th e r  o f  m u ltip le  form f i l l i n g  when h is  card  can be 
used in  a  number o f s e p a ra te  s to r e s  where he m ight w ish to  make 
p u rc h a se s .
2 . One " a l l  purpose" card  may co n v en ien tly  re p la ce  a  m u lti­
tude o f  s p e c ia l  purpose c r e d i t  ca rd s  in  h i s  w a l le t .
3 . The s in g le  monthly s ta tem e n t re c e iv e d  by the custom er 
en ab le s  him to  see a t  a  g lance  a l l  h i s  pu rch ases  fo r  the  month 
and to  s im p lify  h i s  budget p ro c e ss .
4* The cash  advance f e a tu r e  o f  a  c r e d i t  ca rd  en ab les  th e  
custom er to  handle  unexpected c o n tin g e n c ie s  w ith o u t d e s tro y in g  
h is  budget and making an unwanted d ip  in to  h is  sav in g s , and 
w ith o u t ex cessiv e  f o r m a l i t ie s .
3 . Bank c r e d i t  c a rd s  p e rm it some econom izing on the  amount 
o f  cash  c a r r ie d .
6 . Payment o f b i l l s  i s  s im p lif ie d  s in c e  the ca rd h o ld e r needs 
to  w r ite  on ly  one check to  pay f o r  many p u rc h a se s . T h is  may a lso  
reduce s e rv ic e  charges on h is  check ing  a c c o u n t.40
These advan tages as  l i s t e d  by banks a re  n o t n e c e s s a r i ly  
b e n e f i ts  a s  th e  consumer sees  the c a rd . A f te r  c a re fu l  a n a ly s is  o f  
a v a i la b le  l i t e r a t u r e ,  i t  appears  th a t  consumer b e n e f i ts  a re  more 
l ik e ly  to  be sim ply convenience p lu s  the  fo llo w in g ;
1. F ree  lo an  f o r  up to  30 days on c r e d i t  p u rch ase s , i f  a  
s in g le  payment i s  made.
2 . The re v o lv in g  c r e d i t  f e a tu r e ,  s im ila r  to  t r a d i t io n a l  
in s ta l lm e n t le n d in g , a llo w s even payment f o r  uneven e x p e n d itu re s .
40F e d e ra l R eserve System Task Group, p p . 37-58 .
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3. À reduced need to  c a r ry  cash  due to  the wide a c c e p ta b i l i ty  
hy m erchants and the  cash  lo an  f e a tu re  o f  the  c a rd .
4* The reduced need f o r  sav in g s  d e p o s its  f o r  unexpected 
c o n tin g e n c ie s  because th e  ca rd  i s  w idely  acc e p ted .
3* The wide accep tance  o f th e  card s  (w ith  c o lo r  pho tographs 
and s ig n a tu re )  by m erchants has p rov ided  a  means o f  custom er 
i d e n t i f i c a t i o n .
N egative bank c r e d i t  ca rd  b e n e f i ts  f o r  consumers f a l l  in to  two 
c a te g o r ie s :  ( l )  c o s t ,  (2 )  o v e ro b lig a tio n .
1 • Cash custom ers have to  b e a r  th e  added c o s t  c re a te d  by the  
o th e r  cu sto m ers ' u se  o f  c r e d i t  c a rd s , a s  p r ic e s  r i s e  to  cover 
h ig h e r  h an d lin g  expenses, in c lu d in g  th e  m erchant d i s c o u n t . 4 1
Banks c o n s id e r  th e  c o s t  as a  t r a n s f e r  c o s t  o n ly . In  a d d it io n  
many consumers p r e f e r  to  tra d e  w ith  cash  only  because of th e  f i n a l i t y  
o f  s a le  and zero  i n t e r e s t  charged on p u rc h a se s .
2 . C re d it card s  lead  consumers to  buy more than  th ey  would i f  
they  had to  pay by cash  o r  check . C re d it card s  lead  consumers 
n o t on ly  in to  d e b t, b u t in to  o v erin d eb ted n ess  a s  w e ll, w ith  an 
a t te n d a n t r i s e  in  consumer d e lin q u e n c ie s  and even b a n k ru p tc ie s .42
There a re  th re e  f a c to r s  th a t  g r e a t ly  a id  in  asqp lifÿ ing  th e  
bank c r e d i t  ca rd s  n e g a tiv e  a s p e c ts  f o r  consum ers.
1. C onvenient au to m atic  lo an  when the  b i l l  i s  l e f t  u n p a id .
2 . Less p a in fu l  ex p en d itu re  through re v o lv in g  c r e d i t .
3. W idespread use and s o c ia l  a c c e p ta b i l i ty  o f  bank c r e d i t  
ca rd  plains auid d e b t.
F or bauik c r e d i t  ca rd s  to  s u rv iv e , th e  p o s i t iv e  b e n e f i t s  f o r  
consumers must outw eigh th e  n e g a tiv e  b e n e f i t s .  The above f a c to r s  h e lp
p. 58.
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encourage th e  p o s i t iv e  b e n e f i t s .  In  a d d i t io n ,  more consumers must 
f e e l  th a t  th e  p o s i t iv e  f e a tu r e s  outweigh the n e g a tiv e  f e a tu re s  in  
o rd e r to  p ro v id e  an a cc e p tab le  volume o f  b u s in e ss  f o r  banks and mer­
c h a n ts . A b e n e f i t  n o t d iscu ssed  o r in fe r r e d  in  c u r re n t  l i t e r a t u r e  on 
bank c r e d i t  ca rd s  i s  th e  ioqpact o f  the  bank c r e d i t  card  on in p u ls e  
buying and immediate consumer s a t i s f a c t i o n  by s a t i a t i o n  o f  th e  
in p u ls e  need . T h is a sp e c t o f  th e  card  i s  a  r a th e r  pow erful in f lu e n c e  
in  view  o f  th e  wide m erchant and consumer a c c e p ta b i l i ty  o f  th e  c a rd . 
A nother consumer b e n e f i t  i s  t h a t  d u rin g  a  p e rio d  o f  i n f l a t i o n  the h igh  
i n t e r e s t  r a te  o f  bank ca rd s  i s  c lo s e r  to  the  a c tu a l  i n t e r e s t  r a t e  
and the  p u rch asin g  power o f  money borrowed today i s  g re a te r  th an  th a t  
p a id  back in  the  f u tu r e .
CHAPTER V 
BAHK CREDIT CARD ARD THE NERCHART
Cost to  th e  M erchant 
For b u s in e ss  th e  c o s t  o f  exchange i s  minimized when i t  a c c e p ts  
cash  e x c lu s iv e ly . The a s s e ts  o f  cash  and m arketab le  s e c u r i t i e s  a re  
co n sid ered  to  be the  most l iq u id  o f  a s s e t s ,  b u t as  seen from the 
a n a ly s is  o f th e  exchange p ro ce ss  th e re  i s  a  c o s t  invo lved  even w ith  
cash . M arketable s e c u r i t i e s  a re  even more c o s t ly  s in ce  th ey  a re  
s u b je c t  to  th e  m arket term s o f  s a le ,  which a re  unknown u n t i l  a  s a le  
i s  a c tu a l ly  com pleted, auid they  have v a lu e  on ly  a s  long a s  th e  u n i t  
is s u in g  th e  s e c u r i ty  i s  so lv e n t o r  i s  w orth , in  the  m arket p la c e , what 
th e  s e c u r i ty  r e p re s e n ts .  The b u s in ess  h as a  re c e iv a b le  accoun t which 
has th e  fo llo w in g  c o s ts  t i e d  to  i t :  (1 )  c o s t  o f  cash ; (2 )  c o s t  o f
changing p re s e n t  v a lu e  ( i n f l a t i o n  reduces the  v a lu e  and th e  re c e iv a b le  
in  cash n o t a v a i la b le  f o r  u s e ) ;  ( 3) o p p o rtu n ity  c o s t  o f the  fu tu re  
r e tu rn s  on cash ; ( 4 ) c o s t  a s s o c ia te d  w ith  v a ry in g  r i s k  in  opportun­
i t i e s  l o s t  due to  no cash ; ( 3 ) c o s t  o f  no payment; (6 )  c o s t  o f  l a t e  
payment; ( 7 ) c o s t  o f  s e rv ic in g  th e  r e c e iv a b le s .  These c o s ts  cam be 
s in q p lified  in  term s o f  i n f l a t i o n ,  bank ru p tcy , l o s t  o p p o r tu n i t ie s ,  
l o s t  i n t e r e s t ,  Icmk o f  f l e x i b i l i t y ,  bad d eb t expense, p a y ro ll  
expense , equipm ent expense, and th e  c o s t  o f  a  reduced tra m sao tio n , 
l iq u id  and s p e c u la tiv e  p o s i t io n .
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Bank Services for the Merchant 
lihen a bank provides services to a merchant for handling the 
operating liquidi^ needs of the business, there is a significant 
receivables savings for the merchant. All costs except those involved 
in holding cash and the cost of verification and trust are eliminated. 
The merchant using the bank service has the bank's financial service 
expense, plus the intangible cost of loss of direct customer contact 
(in the form of monthly mailing of sale notices and advertising). The 
result is that a relationship between the bank, merchsuit and customer 
is developed, and the three units have an exchange system established. 
The three units have preestablished access, in terms of the bank 
credit card system, where exchange values are identified and verified 
at point of exchange, normally where the exchange is completed. The 
liquidity for the exchange is provided by the bank and is mutually 
beneficial to the merchsuit and the consumer since it provides, at a 
cost, immediate cash for the merchant and consumer, A bank-customer 
obligation, that is, a siaqple short-term loan with or without interest 
depending upon the time involved, is developed by the customer's 
credit borrowing of cash from the bank and repayment to the bank.
The procedure for the merchant (not a factoring of the merchant's 
receivables) is a continuous fixed-rate service by the bank. The bank 
discounts a specified amount, monthly, to the merchant for the 
service, and no additional fee is charged to the merchant.
Costs Transfered to the Banks 
The banking system, in the case where merchants utilize the
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b a n k 's  c r e d i t  ca rd  f in a n c ia l  s e r v ic e ,  abso rb s  the  m erchan t' s re c e iv ­
a b le  c o s t  w hich, on a  macro s c a le ,  c o s ts  merohamts b i l l i o n s  o f  d o l la r s  
in  term s o f  b i l l i n g ,  accoun ts  r e c e iv a b le ,  c r e d i t  r a t in g  ch eck s, 
p re p a r in g , m a ilin g  and p ro c e ss in g  checks and b i l l s ,  and ab so rb in g  
lo s s e s  on bad checks th a t  should  pay on a cc o u n ts , and non-payment o f  
c r e d i t  a cc o u n ts . When banks p ro v id e  the  c r e d i t  re c e iv a b le  fu n c tio n  
f o r  th e  m erchant, the d isc o u n t r a t e  i s  charged  fo r  the  s e r v ic e .  The 
d is c o u n t r a te  i s  a  v e ry  co m p etitiv e  fe a tu re  used  by banks to  s ig n  on 
m erchan ts . The d isc o u n t r a te  h as dropped from 6 p e r  c en t to ,  in  many 
c a s e s , 1 p e r  c e n t o r  le s s  and, in  cases  o f  s t i f f  co m p etitio n , to  
0 p e r  c e n t d is c o u n t.
The m erchant d isc o u n t i s  income to  th e  bank b u t i t  i s  n o t an 
e x tr a  charge f o r  th e  m erchant. The s e rv ic e  charge c o s t f o r  the  
m erchant i s  n o t an in te r n a l  c o s t  b u t a  c o s t  t r a n s fe re d  to  th e  bank.
In  r e a l i t y  th e re  i s  a  n e t  sav in g s  by most m erchants. The c o s t  o f  the  
average s iaa ll m erch an t's  t o t a l  c r e d i t  re c e iv a b le  program i s  between 6 
and 7 p e r  e e n t . ^  By ad o p tin g  th e  bank c r e d i t  ca rd  fo r  h i s  account 
re c e iv a b le s  th e  sm all m erchant low ers h i s  c o s t  to  1 to  3 p e r  c e n t 
( th e  d isc o u n t s e rv ic e  charge th a t  i s  n e g o t i a t e d A c c o r d i n g  to  a  
N a tio n a l R e ta i l  M erchants A sso c ia tio n  s tu d y , la rg e  departm ent s to re s  
have an average  c o s t  o f c a r ry in g  c r e d i t  re c e iv a b le s  o f 3*47 p e r  
c e n t . ^  T his c o s t  i s  more than  the  c u r re n t  d isc o u n t s e rv ic e  charge
^ ^ e r s o n a l  c o n f id e n t ia l  l e t t e r  from a  major b a n k 's  S en io r 
V ice P r e s id e n t .
^ b i d . ^^ I b id .
4 * Ib id .
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b e in g  n e g o tia te d  w ith  la rg e  departm ent s to r e s .  The la rg e  departm ent 
s to r e s  have c a r e f u l ly  n e g o tia te d  c o n tra c ts  w ith  banks, and d isco u n t
s e rv ic e  charges o f te n  a re  le s s  than  1 p e r  c en t suid in  some case s  no
47ch a rg e . T his r e f l e c t s  the  s tro n g  b a rg a in in g  p o s i t io n  o f  th e  la r g e r  
departm ent s to r e s  p lu s  th e  in te n s e  co m p etitio n  between banks v y in g  f o r  
m erchan ts. B esides the  c o s t  sav in g s  a sp e c t f o r  m erchants th e re  a re  
many b e n e f i ts  to  be gained  by ad o p tin g  bank c a rd s .
B e n e f its  f o r  M erchants 
B e n e f its  fo r  m erchants a re  a  b i t  s im p le r (because o f  th e  la rg e  
amount o f  m a te r ia l  on th e  m erchan ts ' o p e ra tio n  in  a  ch eck le ss  s o c ie ty )  
th an  the consumer o r  bank b e n e f i t s ;  however, they a re  e q u a lly  
im p o rtan t f o r  th e  su ccess  o f  th e  c r e d i t  card  s e r v ic e .  P o s i t iv e  
b e n e f i ts  a re :
1. Bookkeeping expense f o r  c r e d i t  s a le s  i s  reduced .
2 . Losses invo lved  in  c r e d i t  t r a n s a c t io n s  a re  e lim in a te d  and 
banks assume the  c o l le c t io n  r i s k s .
3 . S e l l in g  c o s ts  a re  reduced s in c e  bookkeeping c o s ts  a re
reduced .
4 . An in c re a se  in  s a le s  volume as  a  r e s u l t  o f u s in g  the
card  w idens th e  d i s t r i b u t io n  o f  overhead expense and reduces th e  u n i t
aR
f ix e d  c o s t .
47i b i a .
The In c re a se  in  s a le s  voliine a s  a  r e s u l t  o f  u s in g  ca rd s  
comes about from th re e  c a te g o r ie s  o f  consumer p u rch ase s . F i r s t ,  the  
pure  c r e d i t  s a le  th a t  i s  in  a d d it io n  to  cash  s a le s  amd o th e r  c r e d i t  
card  s a l e s .  T h is  l a t t e r  i s  a  complement s a le  and em phasises the  
w ider base  o f  custom ers added. Second, th e  c r e d i t  s a le  t h a t  i s  a  sub­
s t i t u t e  f o r  the  cash  s a le  o f  equal v a lu e  o r  l a ig e r  c r e d i t  s a le  over
3k
5 . The demand d e p o s it  account i s  im m ediately c re d ite d  v i t h  
cash  upon tu r n - in  o f bank c r e d i t  card  s a le s  r e c e ip t s .  The amount 
c re d i te d  i s  n e t ,  l e s s  th e  d isc o u n t.
6 . The m e rc h an t's  l i q u id i t y  i s  enhanced, cash  tu rn o v e r i s  
f a s t e r ,  and th e  c a rry in g  c o s t  o f  accoun ts  re c e iv a b le  i s  reduced  o r 
e lim in a te d .
7 . M erchants reduce th e  c o s t  o f  checking c r e d i t  r a t in g s .
8 . M erchants can s t i l l  s e l l  on c r e d i t  b u t to  s e le c te d  
consumers u s in g  t h e i r  own tim e-paym ent c r e d i t  p la n  w ith  a  l i n e  o f  
c r e d i t  g r e a te r  th a n  what th e  bank o f f e r s .
9 . G rea te r g eo g rap h ica l a re a  o f  exposure fo r  custom ers 
(Table 5 ) .
Table 5 shows supermanrket d a ta  f o r  th e  y e a r i t  s t a r t e d  and 
th e  y e a r  a f t e r  i t  s t a r t e d  a bank ca rd  p la n . I n i t i a l l y  bank ca rd  cus­
tom ers t r a v e le d  a g re a te r  d is ta n c e  to  shop a t  th e  s to re  th a n  d id  th e  
s to r e  ch arg e-ca rd  custom ers. When th e  bank charge p lan  m atu red , th e  
d is ta n c e  t r a v e le d  to  th e  s to r e  fo r  bank charge custom ers exceeded th a t  
fo r  s to re  charge custom ers. In  view o f th e  f a c t  t h a t  a la rg e  number 
o f c o n ^ e t i t iv e  s to r e s  had to  be passed  on th e  way to  th e  bank charge
cash  s a le .  L a s tly  i s  th e  c r e d i t  s a le  t h a t  reduces cash s a le s  b u t 
does n o t s u b s t i t u t e  o r  complement. Table 6 shows th a t  t h i s  l a s t  
case  i s  i n s ig n i f i c a n t .  P ro o f o f expanding d o l la r  s a le s  volume i s  in  
th e  in c re a s in g  r e t a i l  s a le s  base  and th e  In c re a s in g  c r e d i t  ca rd  o u t­
s ta n d in g . From 1965 to  1970 r e t a i l  s a le s  went from $284 b i l l i o n  to  
$365 b i l l i o n  (U .S. D ept, o f  Commerce, Bureau o f  th e  Census, S t a t i s ­
t i c a l  A b s tra c t o f  th e  U n ited  S ta te s ,  1971» e n d -o f-y e a r d a ta  season­
a l ly  a d ju s te d ) .  During th e  same p e rio d  c r e d i t  ca rd  s a le s  went from 
$304 m il l io n  to  $3 .7  b i l l i o n  (Brimmer R ep o rt, T able 3 ) . C u rre n tly  
th e re  i s  n o t s u f f i c i e n t  d a ta  a v a ila b le  to  determ ine what p e rc e n t 
o f  c r e d i t  ca rd  s a le s  a re  com plem entary, s u b s t i t u t iv e  o r d e t r a c t i v e .
Table 5
L ocation  o f  Bank Charge Account Customers Compared to  S to re  Charge Account Customers49
J u ly  1959 Apri1-May I96O
D is tan ce  from 
s to re S to re -c h a rg e -  accoun t 
custom ers
Bank-charge
account
custom ers
S to re -c h a rg e -  
accoun t 
custom ers
Bank-charge-
accoun t
custom ers
M iles Number P e rc e n t Number P e rcen t Number P e rc e n t Number P e rc e n t
11 31.4 1 3.2 12 25.0 6 28.6
0 . 50- 0 .9 9 -------- 13 37*2 2 6 .4 15 31*1 4 19.0
1. 00—1. 99'~'~*~~*** 8 22.8 7 22.6 12 25.0 3 14.3
2 . 00—2 . 99~~**"~~ 2 5.7 2 6 .4 3 6*3 1 4*8
3.00-3*99-------- 0 0 7 22.6 0 0 2 9 .5
4 • 00—4 • 99 0 0 3 9.7 1 2.1 1 4*8
5 . 00- 7 .4 9 -------- 0 0 2 6 .4 1 2.1 2 9 .5
7 *50—9 *99” " —" 0 0 4 12.9 1 2.1 0 0
10.00 and over 1 2*9 3 9*7 3 6 .3 2 9 .5
T o ta l------ 35 100.0 31 100*0 48 100.0 21 100*0
^^Normem Tow nshend-Zeliner, "The Bank-Charge-Account P lan  and R e ta i l  Food M arketing ,"  
A g r ic u l tu ra l  Economic R esearch . O ctober, I 96O, p . 103» Table 2 ,
VI
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Table 6
Cost o f  Money A n a ly sis  by Bank S ise^^
D ep o sits  up to  
$50 m illio n  
(p e r  c e n t)
D ep o sits  from 
$50 to  *200 
m ill io n  
(p e r  c e n t)
D eposits  over 
*200 m ill io n  
(p e r  c e n t)
C ost o f  Demand 
D ep o sits 1.76 1.61 1.73
Cost o f  Time 
D ep o sits 4 .83 4 .88 5.08
C ost o f  Net Cap­
i t a l  Funds 2.60 2.67 4.73
Net C ost o f  Money 3.37 3.26 3 .58
50F ed e ra l R eserve F u n c tio n a l C ost A n a ly sis  Program, 
"F u n c tio n a l C ost A n a ly s is , 1969 Average B anks," American Bankers 
A sso c ia tio n , I 969, P* A3.
accoun t s to r e  and custom ers could  have shopped c lo s e r ,  they  p re fe r r e d
51to  shop a t  the  s to r e  o f f e r in g  the  bank charge f e a tu r e .
N egative b e n e f i ts  fo r  m erchants a re  d i f f i c u l t  to  q u a n tify  
s in c e  many ta n g ib le  and in ta n g ib le  f a c to r s  a re  in v o lv ed .
1. Use o f  a  bank c r e d i t  ca rd  p la n  may reduce o r  e lim in a te  the  
m erch an t's  m ail communications w ith  cu sto m ers . R e ta i le r s  o f te n  use 
the  m onthly m a ilin g  o f  accoun ts  as  a  means o f  d i s t r i b u t in g  a d v e r t is in g  
b ro c h u re s •
2 . M erchants must a ccep t th e  d isc o u n t fee  a s  a c o s t  and i f  
th e  d isc o u n t fe e  i s  g r e a te r  than  e x i s t in g  c r e d i t  and r i s k  c o s t ,  then  
the  bank c r e d i t  ca rd  p la n  has in c re a se d  th e  m erch an t's  t o t a l  c o s t
^^Tow nshend-Zellner, "The Bank-Charge-Account P la n ,"  p .  IO3.
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o f  o p e ra tio n .
Banks, m erchants amd consumers u s u a lly  id e n t i f y  b e n e f i t s  and 
c o s ts  to g e th e r  (one v e rsu s  the  o th e r )  because the c o s ts  cannot be 
a c c u ra te ly  d e f in e d . When b e n e f i ts  and c o s ts  a re  co n sid e red , th e re  i s  
a  t r a n s f e r  o f  th e  b u sinessm an 's  r i s k  to  a  bank and th e  b u s in e s s  i s  
f re e d  to  do i t s  m erchandizing fu n c tio n . There i s  a  p o s s ib le  s o c ia l  
c o s t  invo lved  i f  merchamts caumot manage the  b u s in e ss  and i t s  
a s s o c ia te d  r i s k  a d eq u a te ly . I f  a  m erchant hatd to  r e ly  upon h i s  
re v o lv in g  c r e d i t  i n t e r e s t  r e tu rn s  as  income, then  th e  m erchant was 
p a r t i a l l y  in  the  f in a n c in g  b u s in e ss  r a th e r  than  the  r e t a i l ,  merchan­
d iz in g ,  o r  p roducing  b u s in e ss  and should  have re d ire c te d  h i s  g o a ls .
There a re  b e n e f ic ia r ie s  o f the  bank c r e d i t  card  system  o th e r  
th an  th e  bank, m erchant and consumer. These o th e r  b e n e f ic ia r ie s  a re  
n o t invo lved  in  the  exchange p ro c e ss ; however, s ig n i f i c a n t  b e n e f i t s  
a re  re ce iv ed  byi
1 . C re d it ca rd  companies o r  a s s o c ia t io n s
2 . Communications companies
3 . C oo^uter equipm ent companies
524 . C re d it in fo rm atio n  b u s in e sse s
^^M ateer, The C heckless S o c ie ty , p . 12.
CHAPTER VI
BANK CARDS AND THE BANK
C osting—P re C re d it Card 
Banks have become one o f  th e  fsu stes t growing s e rv ic e s  b u s i­
n esses  and a re  faced  w ith  a  new problem —how to  p r ic e  fo r  th e  
s e rv ic e s  th ey  p ro v id e . The c o s tin g  problem  i s  very  complex and i s  
t r a d i t i o n a l l y  an in d iv id u a l  bank p o l ic y .  Because o f  government 
r e g u la t io n s , c o m p e titio n , economic and s o c ia l  r e s p o n s i b i l i t i e s ,  th e  
banks have ”t r c u i i t io n a l ly  undercharged  fo r  most co rp o ra te  s e r v ic e s ,  
o f f e r in g  them a t  c o s t  in s te a d  o f charg ing  a p r ic e  t h a t  in c lu d e s  a 
p r o f i t . "53 Table T heus some examples o f  zero  p r o f i t  s e rv ic e s  t h a t  
a re  con tinued  as a  s o c ia l  r e s p o n s ib i l i ty .  Baulks should  charge fo r  
s e rv ic e s  a  p r ic e  t h a t  i s  e q u ita b le  fo r  th e  custom er and th e  bank. An 
example o f  t r a d i t io n a l ,  p o lic y  i s :  "Banks have used  u n r e a a i s t i c a l ly
low i n t e r e s t  r a te s  in  e s ta b l is h in g  th e  v a lu e  o f  th e  s e rv ic e  charge on 
checking account b a lan c e s  w ith  which c o rp o ra tio n s  pay fo r  most o f 
th e se  s e r v ic e s ."5^ T his under c r e d i t in g  o f  th e  s e rv ic e  charge on 
demand d e p o s it beLLances wais to  make them " p ro f i ta b le " ^ ^  o r  a t  l e a s t  
b a lan ce  th e  c o s t  o f  th e  s e rv ic e  v e rsu s  th e  r e tu r n ,  by having la r g e r
^3james P . F u m is s  and P au l 8 . Nculler, "Should Banks R eprice  
C orporate  S erv ices?"  H arvard B usiness Review (M ay-June, i 960) ,  p . 95*
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Tabl# 7
R ate o f  R eturn  R atio e  by S ize  o f  Bank56
D ep o sits  up to  
130 m illio n  
(p e r  c e n t)
D ep o sits  from 
$50 to  *200 
m il l io n  
(p e r  c e n t)
D ep o sits  over 
*200 m il l io n  
(p e r  c e n t)
P o r t f o l io  a n a ly s is  
Gross y ie ld 7.31 7 .38 7.72
Net y ie ld 6 .2 8 6 .39 6 .7 4
Net y ie ld  a f t e r  
c o s t  o f  money 2.92 3 .13 3.15
Investm en ts 
Gross y ie ld 6.67 6 .7 5 7.05
Net y ie ld 6 .52 6 .6 3 6.89
Net y ie ld  a f t e r  
c o s t  o f  money 3.16 3.37 3.30
Loans
. Gross y ie ld 7 .74 7.77 8.03
Net y ie ld 6 .13 6 .2 3 6.67
Net y ie ld  a f t e r  
c o s t  o f  money 2.77 2.97 3.08
R eal e s t a t e  mortgage 
lo an s
Gross y ie ld 6 .37 6 .3 2 6 .6 4
Net y ie ld 5.66 5 .69 5.97
Net y ie ld  a f t e r  
c o s t  o f  money 2.30 2 .43 2.38
In s ta lm e n t loans 
Gross y ie ld 10.21 9 .99 10.49
Net y ie ld 6 .86 6 .3 5 6.41
Net y ie ld  a f t e r  
c o s t  o f  money 3.50 3.09 2.82
Commercial and a g r ic u l ­
tu r a l  loans 
Gross y ie ld  7*39 7.66 7.95
Net y ie ld 6 .0 8 6 .5 8 7.11
Net y ie ld  a f t e r  
c o s t  o f  money 2.72 3.32 3.52
^ F e d e r a l  R eserve , "F u n c tio n a l Cost A n a ly s is ," p p . A3 , A5 .
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Table 7— Continued
D ep o sits  up to  
130 m illio n  
(p e r  c e n t)
D ep o sits  from 
150 to  $200 
m il l io n  
(p e r  c e n t)
D ep o sits  over 
$200 m ill io n  
(p e r  c e n t)
Demand d e p o s it 
ea rn in g s
B efore tax es 3.10 3.21 2.88
Time d e p o s it  
e a rn in g s  
B efore i n t e r e s t  
and tax es 5.52 5 .5 4 5.91
A f te r  i n t e r e s t  
and tax es 1.18 1.19 1.29
Net c a p i t a l  fu n d s, 
ea rn in g s  
B efore tax es 3.68 3 .72 2.01
R eturn  on n e t  
c a p i t a l
A f te r  tax es 1.78 1.76 0.95
A v a ilab le  funds. 
E arn ings b e fo re  
tax es 2 .19 2 .29 2.07
amounts a s  a  minimum d e p o s i t .
Because banks t r a d i t i o n a l ly  use c o s t in g  methods f o r  m easuring 
s e rv ic e s  and ch arg in g  custom ers, th e re  i s  a  la rg e  degree o f  in d iv id u a l 
bank v a r ia t io n  in v o lv ed  as  to  how much to  ch arg e . The judgment i s  
q u ite  s u b je c tiv e  and i s  n o t t i e d  to  in d iv id u a l custom er acco u n ts .
When th e  i n t e r e s t  r a t e s  on tre a s u ry  b i l l s  clim bed above the  2 to  4 p e r  
c e n t ran g e , i t  became u n p ro f i ta b le  fo r  custom ers to  keep la rg e  demand 
d e p o s its  when they  cou ld  earn  more on the  cash than  the b e n e f i ts  
re ce iv ed  from th e  bank fo r  m a in ta in in g  some minimum balance  and 
o b ta in in g  no s e rv ic e  ch arg e . The d e c is io n  by a  bank custom er to
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reduce the  demand d e p o s it  to  a  ve ry  low le v e l  r e s u l t s  in  a  s e rv ic e  
charge b e in g  made. The s e rv ic e  charge added d id  n o t in c re a se  the  c o s t  
o f  th e  s e rv ic e s  enough to  cause demand d e p o s its  to  in c re a se  to  th e  
minimum le v e l  re q u ire d  to  o f f s e t  th e  s e rv ic e  ch arg e , s in ce  the  
custom er could  ea rn  on h is  cash  more than  enough p r o f i t  to  cover th e  
s e rv ic e  ch arg e .
An exaaqple o f  hank d ecis ion -m ak ing  in  s e rv ic in g  c o rp o ra te  
acco u n ts  i s  when the  hanks added EDP equipm ent and s ta r t e d  to  p ro v id e  
more s e r v ic e s ,  such as  hank r e c o n c i l i a t io n  o f  co rp o ra te  checking  ac ­
c o u n ts . (R e c o n c ilia tio n  hy banks i s  easy  to  do and th e re  a re  s e v e ra l  
system s used to  p ro v id e  check numbers and amounts to  banks d a i ly  o r 
w eek ly .) Banks could  do the job  more sim ply , co n v en ien tly , and cheap ly  
than  th e  c o rp o ra tio n . C o rp o ra tio n s  took i t  f o r  g ran ted  th a t  t h i s
type o f  s e rv ic e  was " p a r t  o f t h e i r  r e g u la r  demand d e p o s it a cco u n t- 
57in g ,"  and banks o f fe re d  i t  as  a  f r e e  s e rv ic e  in  o rd e r to  be more com­
p e t i t i v e  in  g a in in g  accoun ts  away from banks n o t p ro v id in g  th e  s e r v ic e .
S ince the  tre a su ry  r a t e  and the  prim e i n t e r e s t  r a t e  have 
clim bed, th e re  i s  a  d e p o s ito r  s h i f t  from n o n - in te re s t-b e a r in g  demand 
d e p o s it  acco u n ts  to  in te r e s t - b e a r in g  tim e and sav ings d e p o s it  a cc o u n ts . 
A tim e d e p o s it  w i l l  g iv e  a  bank money f o r  a  lo n g e r p e rio d  and a llow  
more p r o f i t a b l e  p o r t f o l io  management. The ea rn in g s  on tim e d e p o s its  
minus th e  d iv id en d s  and o p e ra tio n s  c o s t  y ie ld  a  time d e p o s it p r o f i t  
f o r  banks o f  1.18  to  1.29  p e r  c en t b e fo re  t a x e s . T h e  r e s u l t  o f  t h i s
^ ^ P u m is s , "Should Banks R eprice  C orporate  S e rv ices?"  p . 100,
^^P edera l R eserve P u n c tio n a l C ost A n a ly sis  Program, "Punc- 
t io n a l  C ost A n a ly s is , 1969,"  p .  A3 .
42
low r e tu rn  i s  an in c re a se  in  th e  b a n k 's  expense r a t i o  and a  p r o f i t  
squeeze w ith  bank management p u t t in g  in c re a se d  emphasis upon p r o f i t ­
a b i l i t y .  The n e t  r e s u l t  i s  a  change in  bank a t t i t u d e  from c o s tin g  
s e rv ic e s  to  p r ic in g  s e rv ic e s  ( c o s t in g  b e in g  a  charge fo r  th e  s e rv ic e  
and p r ic in g  b e in g  a  charge f o r  th e  s e rv ic e  p lu s  an added charge f o r  
o p e ra tio n  and overhead p lu s  a  p r o f i t ) .  Vhat i s  needed i s  to  id e n t i f y  
c o s t  and p r o f i t  c o n tr ib u tio n  p e r  a c t i v i l y  p e r custom er. T h is in v o lv e s  
a  conqplete and a c c u ra te  c o s t in g  p rocedure  and an a c c u ra te  accoun t o f 
s e rv ic e s  rendered  p e r  custom er.
There a re  two c r u c ia l  q u e s tio n s  th a t  a  bank must answ er:
1. Should a  c o s t  g r e a te r  th an  a  r e tu rn  be absorbed as  a  
s e rv ic e  r e la te d  b e n e f i t  to  th e  custom er who may use o th e r  bank 
s e rv ic e s  to  co u n terb a lan ce  the  c o s t?
2 . Does th e  s e rv ic e  r e q u ire  c a p i t a l  to  be t ie d  up in  o rd e r  to  
make the  s e rv ic e  a v a ila b le ?  I f  so , what i s  th e  c o s^ a ra tiv e  r i s k  o f 
a l t e r n a t e  in v estm en ts , th e  c o s t  o f  t ie d -u p  c a p i t a l ,  and in te r n a l  r a te  
o f  r e tu r n  on c a p i t a l ,  and how a c c e p ta b le  i s  th e  r e tu r n  in  view o f  the  
co m p etitiv e  p o s i t io n  o f  the  bank?
C osting—P o s t C re d it  Card
Banks should e a rn  a  p r o f i t  on each b u s in e ss  account n o t w ith in  
a  s p e c i f ic  departm ent b u t w ith in  the  b a n k 's  system  o f  s e r v ic e .  The 
b u s in e ss  account comes abou t from th e  tr a n s a c tio n  between th e  m erchant 
and th e  borrow ing consum er. The r e t a i l e r  who makes a  cash  s a le  and 
makes a  d e p o s it  in  a  demand account a t  a  bank u ses  the  cash  f o r  v a r i ­
ous e x p e n d itu re s , such a s  s to ck  p u rch ase , s a l a r i e s ,  new c a p i t a l
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ecpxlpoent, d iv id e n d e , ta x e s , e t c .  I f  a  c r e d i t  s a le  i s  made, the  t r a ­
d i t i o n a l  method i s  to  c r e d i t  account re c e iv a b le s  and to  a w a it cash  
paym ent, ( i t  i s  assumed th a t  re c e iv a b le s  a re  n o t f a c to r e d .)  T his 
in v o lv es  a  tim e la g  f o r  u sab le  cash  and has a  r i s k  and c o s t  a sso ­
c ia te d  w ith  i t .  The m erchant may use  h i s  re c e iv a b le s  a s  c o l l a t e r a l  
f o r  a  loan  ( f a c to r in g )  i f  i t s  l i q u id i t y  i s  l e s s  than  i t s  t r a n s a c t io n  
demand f o r  c a sh . (The b e s t  mix f o r  f in a n c in g  i s  a  coaqplex d e c is io n  
which in c lu d e s  th e  fo llo w in g  f a c to r s :  R isk  a n a ly s is ,  c o s t  o f  c a p i t a l ,
i n t e r e s t  r a t e ,  and expected  re ti irn  above th e  c o s t  o f  money.) Once a 
f in a n c ia l  mix i s  d ecided  upon, th e re  i s  a ls o  th e  c o s t  o f de layed  
re c e iv a b le s  in flow  to  the  cash  accoun t due to  tim e payment, slow pay­
ment, o r d e f a u l t  on paym ent. There a re  two a d d i t io n a l  c o s ts  in v o lv ed : 
o p p o rtu n ity  c o s t  where th e  c u rre n t r a te  o f  i n t e r e s t  re c e iv e d  on i t s  
p o r t f o l io  i s  le s s  than  the  c o s t  o f c a p i t a l )  and a  c a p i t a l  c o s t  i f  the  
c u r re n t  c o s t  o f  borrowed funds i s  g r e a te r  than  the  expected  r a t e  o f  
r e tu r n .  Slow payment compounds the  tim e payment c o s t .  D e fa u lt on 
payment i s  th e  most ex p en siv e , f o r  i t  in v o lv es  a l l  tim e payment c o s ts ,  
th e  ooBq>ounding c o s t  o f  th e  delayed  c o s t ,  th e  a c tu a l  n eg a tiv e  cash  
in flo w  o f th e  d o l l a r  amount th a t  was c re d i te d ,  and th e  r e tu rn  (oppor­
tu n i ty  c o s t)  o f r e c e ip ts  fo rg o n e . The ta x  d ed u ctio n  o f lo s se s  i s  o f 
some b e n e f i t  b u t i s  g r e a t ly  d e lay ed .
When bank c r e d i t  ca rd s  a re  u sed , a  new method o f c r e d i t  
re c e iv a b le  management saves a l l  o f  the  above c o s ts ,  s p e c i f ic a l ly  the  
c o s t  o f  c r e d i t  mansigement, c r e d i t  a cc o u n tin g , re co rd  keep ing , c r e d i t  
check ing , e t c .  The bank c r e d i t  card  method works when a  s a le  i s  
made on c r e d i t  and th e  m erchant d e p o s its  h is  bahk-card  c r e d i t  s l i p s
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in  h i s  bank. The bank then  c r e d i t s  th e  n e rc h a n t 's  demand d e p o s it  
account f o r  th e  amount p re sen te d  le s s  a  d is c o u n t f e e .  T his i s  a  k in d  
o f  i n s t a n t  cash  f o r  th e  m erchant and re p re s e n ts  none of the  t r a d i t i o n ­
a l  c o s ts  to  th e  m erchant. A c tu a lly , th e  t r a d i t i o n a l  c o s ts  a re  n o t 
gone, they  have j u s t  been tr a n s fe re d  to  th e  bank. However, th e  bank 
has s e v e ra l  advan tages s in ce  they  is su e  th e  c r e d i t  card  to  consumers 
and they  c o l l e c t  from consum ers. The problem  fo r  banks i s :  I s  the
fee  c o lle c te d  from m erchants enough to  cover th e  c o s t ,  to  th e  bank, o f  
th e  re c e iv a b le  loan  to  th e  m erchant s in c e  th e  bank has a  d e lay  in  
c o l le c t in g  from th e  consumer? When th e  m erch an t's  c r e d i t  re c e iv a b le s  
a re  converted  in to  cash  by the  bank c r e d i t - c a r d  f e a tu r e ,  th e  imme­
d ia te  cash a v a i l a b le ,  le s s  the  d is c o u n t , i s  n o t u n lik e  a  f r e e  s h o r t­
term  loan  by th e  bank (when comg>ared to  p re v io u s  re c e iv a b le  c o l le c t io n  
p ro ced u res) because th e  bank must use i t s  own c a p i t a l  i f  the  m erchant 
w ithdraw s h is  cash  b a lan ce  p r io r  to  th e  bank c o l le c t in g  from the  
consumer. T h is  i s  c a l le d  f r e e  p e rio d  c o s t  and i s  handled in  two 
d i f f e r e n t  ways by banks.
C osting  P rocedures 
In  a c tu a l  p r a c t ic e  th e re  a re  two b a s ic  approaches to  c o s t in g  
fo r  bank c r e d i t - c a r d  o p e ra tio n s . Both methods use a  c o s t c e n te r  
approach f o r  th e  c r e d i t - c a r d  c e n te r .  One uses  a  p ee led  c o s t  approach 
th a t  d o e s n 't  c o n s id e r o p p o rtu n ity  c o s t  b u t  on ly  a c tu a l  c o s t s .  T his 
system  has a r r iv e d  a t  a  c o s t  o f  4*59 p a r  c e n t ,  ( i n  1970 the  c o s t  o f  
money in  c re d i  t - c a r d  o p e ra tio n s  averaged  4*59 p a r  c e n t a cco rd in g  to  
s t a t i s t i c s  com piled from 79 banks respond ing  to  a  Charge Account
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Bankers A sso c ia tio n  su rv e y .)  The o th e r  method u ses  a  more item ized  
c o s tin g  approach th a t  co n s id e rs  o p p o r tu n i^  c o s t  and a c tu a l  c o s ts .
T his system  has determ ined th e  c o s t  to  be 4*25 p e r  c e n t. There a re  
many oommon p ro ced u res  in  the  two m ajor c r e d i t - c a r d  o p e ra tio n s , and 
each w i l l  be d is c u s se d , the f i r s t  b e in g  th e  pooled c o s t  o p e ra t io n .
Pooled C ost O p era tio n  
The poo led  c o s t  o p e ra tio n  u t i l i z e s  a  f r a n c h is e  system  f o r  i t s  
c r e d i t - c a r d  o p e ra tio n . There i s  an i n i t i a l  f ra n c h is e  c o s t  and a  
p a r t i c ip a t io n  f e e .  There a re  th re e  so u rces  o f  income f o r  th e  bank.
In  a  m ature o p e ra tio n  a  bank should  e a rn  from .623 to  1. 163 p e r  c e n t 
p e r  month from th e  s e rv ic e  charges o u ts ta n d in g . T h is re p re se n ts  abou t 
73 P@r c e n t o f th e  g ro ss  income p e r  month. M erchant d isco u n ts
re p re s e n t  a n o th e r  source o f  income, and e a rn in g s  on m erchant and
59consumer d e p o s its  a re  the  f i n a l  source  o f  income.
The s e rv ic e  charge , a s  d isc u sse d  above, ranges from f iv e -  
s ix th s  o f 1 p e r  c en t to  1 l /2  p e r  c e n t p e r  month on the b a lan ce  o u t­
s ta n d in g . A m erchant pays from 1 to  3 p e r  c e n t depending upon th e  
monthly t i c k e t  volume and average  d r a f t  s i z e .  An example o f  the 
d i f f e r e n t  m erchant c o s tin g s  i s  a s  fo llo w s ; An |8  gas t i c k e t  c o s ts  th e  
same to  p ro c e ss  a s  a  $100 a i r l i n e s  t i c k e t ;  however, the d o l l a r  y ie ld  
on th e  a i r l i n e s  t i c k e t  a t  1 p e r  c e n t i s  much g r e a te r  than  th e  d o l la r  
y ie ld  o f th e  gas t i c k e t  a t  3 p e r  c e n t .  The c a lc u la t io n s  a re  shown 
below . The r e s u l t  i s  th a t  th e  a i r l i n e s  t i c k e t  pays fo r  i t s  p ro c e ss in g
^^P ersona l c o n f id e n t ia l  l e t t e r  from a  m ajor b a n k 's  S en io r
Vice President.
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c o s t ,  and a  la r g e r  p e r  t r a n s a c t io n  y ie ld  i s  r e a l iz e d .  The g as t i c k e t  
does n o t have a  p e r  t r a n s a c t io n  y ie ld  a s  h ig h  a s  th e  a i r l i n e s  t i c k e t .  
The c o s t  t h a t  i s  th e  b a s is  o f  com parison i s  about 4*39 c e n ts  on each 
t r a n s a c t io n .  S ince a  d o l l a r  t r a n s a c t io n  has the  same c o s t a s  a  1100 
t r a n s a c t io n ,  the  c o s ts  covered a re  g r e a te r  th e  laurger the d o l l a r  
amount.
Gas t i c k e t  a t  $8 x  0 .0 3  p e r  c e n t = $0 .2 4  
Net Y ie ld  = $0 .2 4  -  $0,046 -  $0 ,194
A ir l in e s  t i c k e t  a t  $100 x 0.01  p e r  c e n t « $ 1 .00  
Net Y ie ld  » $ 1.00  -  $0,046  -  $0 ,954
The bank c o s t  o f  money, a d ju s te d  q u a r te r ly ,  was used  f o r  com­
p u tin g  th e  c o s ts  o f  money and i s  a p p lie d  aua a  stam dard f o r  the  backs ' 
c o s t  c e n te r s .  The back c o s t  f a c to r s  used to  f ig u re  a  c o s t  base  a re  
shown in  Table 6 . T his c o s t  base i s  then  awijusted q u a r te r ly  by th e  
average  F e d e ra l R eserve fund r a t e .  The t o t a l  a d ju s te d  f ig u r e  i s  an
a d ju s te d  sum o f  the  average c o s t  o f  money f o r  th e  back p lu s  the
F e d e ra l R eserve fund r a te  ad ju stm en t w hich, f o r  F eb ruary , was betw een 
3.46 and 4 .1 4  p a r  c e n t.^ ^
O pportun ity  c o s t  i s  n o t co n sid e red  in  the  c o s t  a c c o u n tin g .
The reaso n  was th a t  to  c o n s id e r  X d o l la r s  on hand in  lo a ca b le  funds 
employed a t  the  b e s t  r a t e  Y i s  " u n r e a l i s t i c  because i t  has th e  e f f e c t ,  
p a r tic u la u rly  in  a  p e r io d  o f  r i s i n g  i n t e r e s t  r a t e s ,  o f  in d ic a t in g  th a t
ev e iy  . . .  departm ent i s  a  lo s e r .  Yet the  o p e ra tio n  as a  whole i s
making a  s u b s ta n t ia l  p r o f i t .
^^F ed era l R eserve B u l le t in ,  Maroh, 1971, P* A33*
^^P erso n a l c o n f id e n t ia l  l e t t e r  from a  m ajor b a n k 's  S en io r
Vice President.
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Under th e  pooled  c o s t  concep t the  f r e e  p e r io d  c o s t  o f  funds i s
n o t co n sid ered  f o r  a  m ature o p e ra tio n . T his i s  because the  th re e
so u rces  o f  income a re  co n sid e red  c o l le c t iv e ly  and th e  t o t a l  income
le s s  a l l  o p e ra tio n  expenses i s  co n sid ered  n e t  income. D uring th e
s ta r t - u p  p e rio d  the  f r e e  p e rio d  c o s t  was a  m ajor f a c to r  s in c e  money
was g iven  o u t and l i t t l e  was p a id  i n .  In  o rd e r  to  fin an ce  th e  f r e e
62p e rio d  c o s t  th e  m erchant and consumer d e p o s its  were "b an k ro lled "  and 
were a  s ig n i f i c a n t  source  o f  fu n d s .
The n e t  r e tu r n  g o a l on funds employed i s  between 2 to  4 p e r  
c e n t ,  b u t the  m a jo rity  o f  banks invo lved  in  c r e d i t - c a r d  o p e ra tio n s  
have n o t y e t  reached  t h i s  le v e l  o f p r o f i t a b i l i t y .  The la ck  o f  
p r o f i t a b i l i t y  i s  condensate d  fo r  by the  a d d i t io n a l  c o l l a t e r a l  b e n e f i t s  
ex p la in ed  l a t e r  in  th i s  c h a p te r .^ ^
Item ized  Cost O p era tion
T his  system  u t i l i z e s  an a s s o c ia t io n  o f  sponsor and agen t 
banks. A sponsor bank i s  re sp o n s ib le  to  th e  re g io n a l  a s s o c ia t io n  and 
i s  re sp o n s ib le  f o r  i t s  re g io n a l ag en t ban k s. An ag en t bank has a  
f ix e d  fee  payab le  to  th e  re g io n a l a s s o c ia t io n  through th e  sponsor
64bank. T h is f e e ,  f o r  one re g io n , i s  2.79  p s r  c e n t o f th e  r e t a i l  
s a le s  volume p ro cessed  th rough the  ag en t bank. A sponso ring  bank a ls o  
has th i s  c o s t ,  s in ce  i t  i s  a  member o f the  a s s o c ia t io n .  The sponsor 
bank i s  re sp o n s ib le  f o r  a l l  ag en t bank c r e d i t - c a r d  expenses, such as 
fund ing  o u ts ta n d in g  c r e d i t ,  p ro c e ss in g  acco u n ts , c o l le c t in g ,  and
*4ibid.
hQ
custom er s e r v ic e s .
The sponso ring  hank ite m iz es  and r e p o r ts  e ill d i r e c t  and in d i ­
r e c t  expenses to  i t s  agen t hanks. The expenses l i s t e d  in  Appendixes 
A emd B a re  v h a t a  sponsoring  hank r e p o r ts  to  an agen t hank fo r  
expensing i t s  c r e d i t  c a rd  o p e ra t io n s . The sp o n so rin g  hank has an 
average c o s t o f  U.25  p e r c e n t,^ ^  which v a r ie s  as th e  Federea. R eserve 
fund r a t e  moves up and down. The c o s t i s  f ig u re d  as  in  Table 6 and i s  
a d ju s te d  m onthly fo r  th e  c o s t c e n te r .
An agen t hank i s  a t  l i b e r t y  to  s ig n  on a m erchant a t  any 
d isco u n t r a t e ,  h u t th e  agen t hank must g u a ran tee  a t  l e a s t  2 .79  p e r 
cen t to  th e  a s s o c ia t io n .  There i s  a  very  s ig n i f i c a n t  co m p etitiv e  
f a c to r  in  n e g o tia t in g  m erchant d is c o u n ts , and th e  average r a t e  charged 
sm all s to r e s  v a r ie s  between 3 to  5 p e r  c e n t .  Major s to re s  have sig n ed  
c o n tra c ts  t h a t  a re  a t  a zero  d isco u n t r a t e .^ ^  When a  hank s ig n s  a  con­
t r a c t  a t  a  d isco u n t r a t e  le s s  th an  i t s  b a s ic  a s s o c ia t io n  c o s t ,  i t  
co n s id e rs  th e  c o l l a t e r a l  b e n e f i ts  from m erchants and consumers to  he 
enough to  compensate f o r  th e  lo s s .
Agent hank income i s  co n sid ered  to  acc ru e  from s e v e ra l  
so u rces : The m erchant d is c o u n t , th e  consumer s e rv ic e  charge ( f o r
sponsoring  hanks o n ly ) ,  ea rn in g s  on m erchant and consumer d e p o s i t s ,  
and a f r e e  p e r io d  c o s t  income ( fo r  sponsoring  h a n k s) . This l a t t e r  
r e tu r n  i s  complex to  compute and i s  based  upon th e  c o s t o f  money 
com putations (T able 6) a d ju s te d  by th e  F e d e ra l R eserve Fund r a t e ,  
be in g  le s s  th an  th e  a c tu a l  2.79  p e r  c en t a s s o c ia t io n  c o s ts .  A lthough
^^Ihid. ^^Ihid.
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one f a c to r  in  the  c o s t  o f  money i s  b u i l t  in to  the  2.79  p e r  c e n t 
f ig u re  (w hich i s  based upon o n e -h a lf  o f  th e  p re v io u s  m onth 's average 
weekly F e d e ra l R eserve fund r a t e ) ,  th e  2 .79  p e r  c e n t  i s  co n sid e red  to  
be th e  c o s t  o f  23 days o f  f r e e  p e r io d  money. Wien th i s  c o s t  i s  
a c tu a l ly  g r e a te r  than  th e  in te r n a l  c o s t  o f  funds f o r  the bank fo r  the  
same p e r io d , th e  r e s u l t  i s  an income f o r  the  c r e d i t - c a r d  c e n te r .  T h is  
may n o t n e c e s s a r i ly  be th e  case  f o r  evezy sp o n so rin g  bank. Agent 
banks do n o t have t h i s  income.
The expected  r e tu r n  on funds employed d u rin g  1971 i s  l e s s  than  
671 p e r  c e n t .  T his r a t e  i s  expected  to  grow to  3 to  6 p e rc e n t in  
fu tu re  y e a r s .  The low y ie ld  i s  a t t r i b u t e d  to  ( I )  a  high F ed e ra l 
R eserve fund r a te  ( c o s t  o f money), ( 2 ) o p e ra tin g  d e f i c i t s  f o r  th e  
f i r s t  18 months o f  o p e ra tio n , (3 )  in ^ le m e n ta tio n  d e f i c i t s  which were 
o r ig in a l ly  to  be recovered  in  3 y e a rs  b u t now may be recovered  in  more
c 68than  3 y e a r s .
O pportun ity  c o s t  i s  co n sid e red  s in c e  th e  2.79  p s r  c e n t c o s t  
i s  added to  a c tu a l  c o s ts  o f  in te r n a l  funds to  a r r iv e  a t  th e  t o t a l  c o s t  
o f  money o f  4*23 p e r  c e n t .  (The 2 .79  p s r  c e n t c o s t  in c lu d e s  item s 
averaged  in  Table 6 p lu s  a  c o s t  o f  money eid justm ent. These c o s ts  a re  
a t t r i b u t a b l e  to  a  sponsor bank and n o t an ag en t b a n k .)
C ost A n a ly sis
C ost a n a ly se s  by bank s iz e  and by departm ent a re  made, to  p ro ­
v id e  a  means o f  com parison f o r  c r e d i t  ca rd  o p e ra tio n s  and t r a d i t i o n a l  
bank fu n c tio n a l  c o s ts .  The n e t  y ie ld s  on a v a i la b le  funds from each  o f
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th e  m ajor fu n c tio n s  o f  a  hank a re  item ized  in  Table 7 * Net y ie ld s ,  
a f t e r  c o s t  o f money, ranged from 2 ,30  p e r  c e n t to  3.52 p e r  c e n t fo r  
each o f  th e  s ix  m ajor bank fu n c tio n s . Demand d e p o s its  earned  from 
2 ,88  p e r  cen t to  3.21 p e r  c e n t b e fo re  ta x e s , and tim e d e p o s its  earned  
from 3 .52  to  3,91 p e r  c en t b e fo re  ta x es  and i n t e r e s t ,  and from 1,18  to  
1,29 p e r  cen t a f t e r  ta x e s . The two im p o rtan t f ig u r e s  a re  e a rn in g s  on 
a v a i la b le  funds o f  2 ,07 to  2 ,29  p a r  c e n t ,  and ea rn in g s  on n e t  c a p i t a l  
fu n d s , a f t e r  ta x e s ,  o f  0 ,93  to  1,78  p e r  c e n t .  These f ig u re s  show th a t  
banks a re  n o t o v e rly  e f f i c i e n t .  The p r o f i t  f ig u r e s  range from 10,96 
p e r  c en t to  11,31 p e r  c en t a f t e r  ta x es  a s  shown in  Table 8 ,
Table 8
69C a p ita l E arn in g  R a tio s  by Bank S ize
D ep o sits  up to  
$30 m ill io n  
(p e r  c e n t)
D ep o sits  from 
$30 to  $200 
m ill io n  
(p e r  c e n t)
D ep o sits  over 
$200 m il l io n  
(p e r  c e n t)
E arn in g s  on C a p ita l 
Funds (R etu rn  to  
S to ck h o ld e rs) 
Average C a p ita l 
Funds $2,064,111 18 , 999,776 $59,950,132
T o ta l b e fo re  tax es 23.74# 24.12# 23.29#
T o ta l a f t e r  tax es 11.51# 11.42# 10.96#
69F ed era l R eserve F u n c tio n a l Cost A n a ly sis  Program,
"F u n c tio n a l Cost A n a ly s is ,"  p , A3 .
I n  a d d i t io n  th e re  a re  o th e r  s e rv ic e s  p rov ided  hy banks t h a t  do n o t 
cover th e  c o s t  o f  p ro v id in g  them f o r  custom ers. The departm ent lo s se s  
(T ab le  9) fo r  computer s e r v ic e s ,  t r u s t  s e rv ic e s  and sa fe  d e p o s it  box
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s e rv ic e s  averaged between $16,964 (4 8 .6  p e r  c e n t lo s s )  to  $249,059 
(10 .1  p e r  c en t l o s s ) .  These lo s s  f ig u r e s  show th a t  banks c o n s id e r 
th e  b e n e f i ts  ga ined  by p ro v id in g  the  s e rv ic e s  a re  g re a te r  than  th e  
revenue th a t  i s  forgone by in c re a s in g  th e  p r ic e  o f  the s e r v ic e s .  The 
r e tu r n  to  s to ck h o ld e rs  i s  a n o th e r measure o f bank p r o f i t a b i l i t y  and in  
s p i t e  o f the  low r e tu r n  on a v a i la b le  funds and lo s s e s  in  many d e p a r t­
m ents, banks have re tu rn e d , a f t e r  ta x e s , between 10.96 and 11. 5I p e r  
c e n t to  s to ck h o ld e rs  (T ab le  8 ) .
Table 9
E arn ings on S e rv ice s  by Bank S ize 70
D ep o sits  up to  
$30 m ill io n  
(p e r  c e n t)
D ep o sits  from
$50 to  $200
m ill io n  
(p e r  c e n t)
D ep o sits  over 
$200 m il l io n  
(p e r  c e n t)
Net E arn ings from 
Computer S e rv ice s -1 2 .5 1 # -1 3 .2 7 # -  6 .11#
Net E arn ings from 
T ru s t D epartm ent -2 9 .8 9 # -1 7 .9 1 # -  1.92#
Net E arn ings from 
Safe D eposit 
Departm ent -6 3 .0 2 # -6 5 .4 9 # -6 0 .1 7 #
T o ta l S e rv ice s  
Income $34,843 ,298 ,909 , 2 , 459,818
T o ta l S e rv ices  
Expenses 51,807 399,301 2,708,877
T o ta l Net E arn ing  
on S e rv ice s  (Loss ) ( $ 16, 964) ( ,1 0 0 ,3 9 2 ) ( ,  249,059)
T o ta l p e r  c e n t 
E arn ings (L oss) (4 8 .6 # ) (3 3 .6 # ) ( 10. 1# )
^^P edera l R eserve F u n c tio n a l C ost A n a ly s is , "F u n c tio n a l C ost 
A nalysis,** pp . AI9» A20 , A21 .
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The c o s t  o f money fo r  c r e d i t  card  o p e ra t io n s , which i s  from 
2.79  to  U.59  p e r  c e n t ,  i s  c lo se  to  th e  n e t c o s t o f  money fo r  a l l  
b a n k -a v a ila b le  funds which range from 3.26  to  3.58  per c en t (T able 6 ) .  
Given th e  above c o s t com parisons and th e  f a c t  th a t  a c tu a l  r e tu r n s  a re  
l e s s  th a n  2 p e r  cen t o f  a v a ila b le  funds f o r  c r e d i t  card  o p e ra tio n s  and 
th e  a c tu a l  r e tu r n  on a l l  a v sd la b le  funds i s  g r e a te r  th an  2 p e r  c e n t ,  
th e  c r e d i t  c a rd  o p e ra tio n s  a re  r e tu rn in g  a y ie ld  t h a t  i s  l e s s  th a n  th e  
average fund y ie ld .  S ince th e  r e tu rn s  on c r e d i t  ca rd  o p e ra tio n s  a re  
n o t as h ig h  as th e  o th e r  bank o p e ra t io n s , th e  bank b e n e f i ts  must be 
s tu d ie d .
Bank B e n e fits
A lthough th e re  a re  some common b e n e f i ts  f o r  banks, bank 
b e n e f i t s  a re  n e a r ly  as numerous as th e re  a re  b an k s, due to  th e  d i f f e r ­
ences in  bank g o a ls  and emphasis on g o a ls .  Some bank fu n c tio n s  a re  
p r o f i t  o r ie n te d ;  some a re  s e rv ic e  o r ie n te d ,  b u t a t  a minimum p r o f i t ;  
some a re  s e rv ic e  o r ie n te d  b u t a t  a  zero  p r o f i t  (meet c o s t s ) ;  some a re  
s e rv ic e  o r ie n te d ,  even i f  a lo s s  i s  in v o lv ed . (T his i s  supported  by 
T ab les 6 and 7 . )  P o s i t iv e  bank b e n e f i t s  a re :
1 . The re v o lv in g  c r e d i t  f e a tu r e  i s  a t t r a c t i v e  because i t
p ro v id es  an o p p o rtu n ity  to  handle  a  la rg e  number o f  r e c u r r in g ,  sm all
71lo an s  to  consumers e f f i c i e n t l y  and a t  a  p r o f i t .
2 . New m erchant accounts exposed to  bank s e rv ic e s .
^ Survey r e s u l t s  showed t h a t  a  p r o f i t  was made b u t i t  was le s s  
th a n  d e s i r e d ,  and growth in  p r o f i t s  i s  a n t ic ip a te d .  Source: P e rso n a l
c o n f id e n t ia l  l e t t e r  from a  m ajor b a n k 's  S en io r Vice P re s id e n t .
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3 . Hew consuner accoun ts  exposed to  bank s e r v ic e s .
4 * "R e te n tio n  o f  lo an  b u s in e ss  t h a t  would o th erw ise  be
72s l id in g  o f f  to  departm en t s to r e s ."
3 . C re d it ca rd s  o f f e r  a  n a tu ra l  monopoly to  the bank i n i t i a t ­
in g  a  bank ca rd  p la n , p rov ided  th e re  a re  no o th e r  c r e d i t  card  p la n s  in  
e f f e c t .  T h is b e n e f i t  lo s e s  i t s  e f f e c t  a f t e r  a  s h o r t  p e rio d  o f  tim e 
due to  c r e d i t  card  o f f e r in g  by o th e r ,  com peting, banks.
6 . Adoption o f the  c r e d i t  ca rd  p la n  o f f e r s  a  bank n o t 
p re v io u s ly  in vo lved  w ith  a  c r e d i t  ca rd  p la n  a  method fo r  in c re a s in g  
i t s  co m p etitio n  f o r  m erchant acco u n ts .
7 . Banking by m ail i s  in c re a se d  by th e  c r e d i t  c a rd  p la n .
8 . C e n tra l u rban  banks can s e rv ic e  suburban a re as  and thus 
compete w ith  suburban banks.
9 . Bank c r e d i t  card s  s u b s t i t u te  f o r  o th e r  c r e d i t  card
p la n s .
10. Banks can fin an ce  m erchant acco u n ts  re c e iv a b le  and the  
m erchant d isc o u n t can be v a r ie d  depending upon the  type o f  com peting 
ca rd s  in v o lv ed , the  e l a s t i c i ^  o f  demand f o r  the m erch an t's  p ro d u c ts , 
and the  s o c ia l  p re s su re  in v o lv ed .
11. The s t a t e  o f  th e  a r t  i s  enhanced and th e  banking  in d u s try  
expands u s in g  th e  advan tages o f  the  l a t e s t  techno logy .
12. Banks do n o t i n i t i a t e  p ro d u c t demand. M erchants p rov ide  
p ro d u c t demand and banks p ro v id e  a  means o f  exchange.
N egative b e n e f i t s  fo r  banks v a ry , depending upon the  bank, the
^ ^ Ib id . ^ tr im m e r , "Bank C re d it  C ards,"  p p . 3» 20 .
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m erchant accep tance  o f the  p la n , th e  amount o f  loans o u ts ta n d in g  
v e rsu s  th e  c r e d i t  l in e  balance  a v a i la b le  through the  bank and the  
s ta g e  o f growth o f the  p la n . Some n e g a tiv e  b e n e f i ts  are*
1 . Banks must compete w ith  s p e c ia l iz e d  consumer c r e d i t  
i n s t i t u t i o n s .
2 . Many consumer c r e d i t  p u rch ases  a re  g re a te r  th an  th e  card  
l im i ta t io n s  determ ined  a t  the  tim e o f i n i t i a l  c r e d i t  e x te n s io n .
3 . O ther i n s t i t u t i o n s  a re  s i tu a te d  o r  o rgan ized  in  a  way th a t  
a llo w s accep tan ce  o f  d i f f e r e n t  r i s k  le v e ls  and d i f f e r e n t  r i s k  sp re a d s .
4 * L i t t l e  o r no c o n tro l over th e  amount o f the t o t a l  c r e d i t  
l in e  u sed .
5 . High i n i t i a l  s t a r t - u p  c o s ts .
6 . Bad p u b lic  image from
a . T h e ft o f  c a rd s .
b . Banks try in g  to  c o l l e c t  the  f i f t y - d o l l a r  l i a b i l i t y
minimum from a  custom er who l o s t  h is  card  emd had
u n au th o rized  pu rch ases  on i t .
c . Mass m a ilin g  o f  c a rd s .
d . High de linquency  r a t e  on card  paym ents.
e .  C re d its  and payments p o s ted  o r  n o t p o sted  "bj 
computer equipm ent.
The e x p e c ta tio n  o f  p o s i t iv e  b e n e f i t s  must be g r e a te r  than  o f  
n e g a tiv e  b e n e f i ts  in  o rd e r  f o r  banks to  look fav o rab ly  upon th e  c r e d i t  
card  s e r v ic e .  The bank card  b e n e f i t s  o f fe re d  to  consumers and 
m erchants a s  d isc u sse d  in  c h a p te rs  IV and V must a lso  be p o s i t iv e .
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The n e t r e s u l t  i s  th a t  th e  working p la n  must have re tu rn s  and 
p o s i t iv e  b e n e f i ts  g r e a te r  than  the  c o s ts  and th e  n eg a tiv e  b e n e f i t s .
CHAPTER VII 
CONCLUSIONS
Bank credit cards are an established means of exchange. The 
costs of the bank credit card system are primarily borne by consumers 
who utilize the time payment feature of the cards. Additional 
support) though small, comes from merchant fees and bank interest 
return on deposits. There are, in view of the low return on available 
funds invested in the credit card service, two significant factors of 
operation. First, the majority of banks have greater hopes of larger 
capital return than they can actually produce. This is a matter of 
efficiency within the service center which needs to reduce operating 
costs, increase the number of card users among cardholders, increase 
the amount outstanding without increasing the risk of loss, reduce the 
delinqfuency ratio and reduce the expected amount of return on invested 
capital. Second, and more iavortant, is the need to review the bene­
fits to the banking system of a cash versus a credit system and to 
recognize that there is an evolving process where banks, through 
computer automation, are able to support a new means of exchange.
Under a cash system of exchange money has value of its own because of 
the time lag in transfer. Under a credit system there is no time lag 
needed when the ^rstem is completed. Banks are in the beginning 
stages of a new exchange system and, as such, the innovation costs
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must be borne by the  in n o v a to r u n t i l  th e re  i s  enough p u b lic  su p p o rt 
to  fund com plete a d a p ta tio n  o f the  new system .
When th e re  i s  a  s h i f t  from a  cash  to  a  c r e d i t  system  th e re  a re  
many changes invo lved  and b e s id e s  the  obv ious change in  th e  means o f  
exchange th e re  a re  s ig n i f i c a n t  changes in  th e  b e n e f i ts  re c e iv e d .
Under a  c r e d i t  system  th e  consumer has many b e n e f i ts  and pays th e  
m ajor p a r t  o f  th e  c o s t .  However, i t  i s  th e  m erchant who has  th e  
g r e a te s t  change in  b e n e f i ts  and th e  s m a lle s t  p a r t  o f  the  c o s t .  There 
a re  th re e  b e n e f i ts  re c e iv e d  th a t  a re  n o t p a id  f o r  by m erchants; The 
q u ick e r tu rn o v e r o f  cash , the  re d u c tio n  o r  e lim in a tio n  o f  re c e iv a b le  
c o s ts ,  and the reenq>hasis o f  t h e i r  prim e jo b , m erchandizing . These
b e n e f i ts  a re  much g r e a te r  than  the  p r ic e  p a id  by m erchan ts, which
means th a t  under a  com plete c r e d i t  system  th e re  i s  a  need to  a l ig n  
the  p r ic e  p a id  to  th e  v a lu e  o f the  b e n e f i ts  re c e iv e d .
M erchants a re  induced to  adopt th e  bank c r e d i t  c a rd  fe a tu re  
now, f o r  v e ry  low d isc o u n t f e e s .  This p r a c t ic e  i s  n ecessa ry  in  
i n i t i a l  s ta g e s  o f  c r e d i t  system  growth to  g iv e  a  r e tu rn  to  the  
p a r t i e s  who ex p ec t a  r e tu r n  a s  a  n ecessa ry  a d ju n c t o f  doing c r e d i t  
b u s in e s s . I t  i s  p u b lic  o p in io n  th a t  must sway the  m erchant in to  
a c c e p tin g  a  la r g e r  sh a re  o f  th e  c r e d i t  ca rd  c o s t .  The m erchants * 
d isco u n t fe e  must in c re a s e  and the  consumer fee  d ecrease  in  o rd e r  to  
ba lance  the  c o s t  v e rsu s  b e n e f i t  dilemma.
The c u r re n t  s ta g e  o f bank c r e d i t  ca rd  grow th i s  a  f in a n c ia l
problem  b u t th e re  i s  more to  come, and grow th i s  n o t as iaq )o rtan t as
the n ex t s ta g e s  o f  a  new, inq)roved system  o f  exchange.
APPENDIX A
AGENT BANK 
DIRECT EXPENSE BREAKDOWN
Agent N#m# ' ÿ  «f Cerdholderf Det#
DIRECT Agent
Advertising —
Stationery, Form# and Suppllea _ _ _ _ _ _ _
Statements Mailed
Lock Box 
Postage
Plastics Em bosed 
Association Assessment# 
Losses
Credit Losses 
Fraud
Loss Recovery 
Computer Expense 
Telephone
Travel and Entertainment 
Credit Reports
Credit & Collection Expense
Warning Bulletin 
Personnel Expense
Misoelianeous
TOTAL DIRECT
FBJBIJ 58
APPENDIX B
AGENT BANK 
INDIRECT EXPENSE BREAKDOWN
Agent Nam# #  o f C#M lhold#f#^______^ Date __ _ _ _ _
INDIRECT Agent
Personnel
Dues & Subscriptions 
Equipment
Purchased
Rental
Repairs
Service Contracts 
CRT's 
Insurance
Legal & Professional 
Postage
Stationery, Forms and Suppliai 
Telephone
Travel and Entertainment 
Premise 
Rent
Maintenance •
Inter Department 
Miscellaneous
TOTAL INDIRECT
P 9.791^ $9
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